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HEN your president invited me to 

W speak on the subject ‘‘Account- 
Aspects of Mergers and Combi- 
nations” he said that he understood from 
mutual friends that I had some excellent 
material on this subject which would be of 
considerable interest to members of the 
Association. Since the S.E.C.’s public files 
do contain many examples of business com- 
binations that should be of interest to 
teachers as well as to public and private 
practitioners of accounting, I am pleased to 
have this opportunity to share our experi- 
ence in this area of accounting with you.! 
The title given to me I interpret as an 
invitation to discuss the evolution of the 
idea of what is generally referred to in pro- 
fessional accounting circles as ‘“‘pooling of 
interests” accounting in contrast to “pur- 
chase” or “acquisition” accounting in busi- 
ness combinations. Mr. Kohler’s A Dic- 
tionary for Accountants has a definition 
which brings together the old and new 
terms used in discussions of this subject. 
His definition of a business combination is 
“The bringing together of two or more 
business entities, usually corporations, in- 


* This paper was presented at the Annual Meeting 
- on Association at Syracuse University on August 27, 

'The Securities and Exchange Commission, as a 
matter of policy, disclaims responsibility for any pri- 
vate publication by any of its employees. The views ex- 
pressed herein are those of the author and do not neces- 
sarily reflect the views of the Commission or of the 
author’s colleagues on the staff of the Commission. 


175 


ACCOUNTING ASPECTS OF BUSINESS 
COM BINATIONS* 


ANDREW BARR 
Chief Accountant, Securities and Exchange Commission 


to one, accomplished by transferring the 
net assets of one or more entities to another 
of them (a merger) or to a new one created 
for that purpose (a consolidation). Either 
action may, in effect, be a purchase, with 
one or more groups of stockholders retiring, 
or a pooling of interests may occur in which 
the stockholders of all the participants 
share.” 

Although this subject has been an ac- 
tive one for discussion in recent years, it is 
not a new problem. ‘The Urge to Merge”’ 
was the title of a Fortune article in 
1954.2 This article recognizes three great 
merger movements: The first from 1890 to 
1904 characterized by vertical integration 
of industries put together by bankers in 
which the securities ‘offered were so 
thoroughly watered that it took a genera- 
tion of industrial growth and the inflation 
of a world war to dry them out.” By con- 
trast the article notes that in today’s 
mergers (the third round) the securities are 
“bone dry when offered.” The second 
round recognized was from the end of 
World War I to the end of the twenties. 
Since 1945 seven thousand five hundred 
mergers important enough to be noted by 
financial journals or services were re- 
ported. 

The Commission’s experience with 
mergers is indicated in our proxy statistics. 


2 Reprinted in American Management Association, 
Acquisitions, Conference Handbook, 1956, 
pp- 


|| 


176 


For the fiscal year ended June 30, 1958, 
107 proxy statements contained an item 
relating to mergers, consolidations, ac- 
quisition of businesses, purchase and sale 
of property. This is typical of the experi- 
ence during the last five years. The 
securities issued in most merger plans are 
exempt from registration because no sale is 
involved as that term is interpreted under 
the Securities Act.® 

Before proceeding with a discussion of 
the subject perhaps I should mention that 
the Administrative Procedure Act requires 
that most proposals for rule making by 
Federal Government agencies be exposed 
to public comment prior to adoption. Com- 
mittees of this Association and of the 
American Institute of Certified Public Ac- 
countants have afforded the Commission a 
similar opportunity to comment on ac- 
counting releases of these organizations 
prior to publication. 

A discussion of the Commission’s ex- 
perience with accounting for business 
combinations falls conveniently into three 
periods of time—before publication of Ac- 
counting Research Bulletin No. 40 in 
September 1950; from that date to Jan- 
uary 1957 when Accounting Research Bul- 
letin No. 48 superseded Chapter 7 (C) of 
Accounting Research Bulletin No. 43; and 
the period since the publication of Bulletin 
No. 48—about the last year and a half. 
Pressure to apply the provisions of Bul- 
letin No. 48 developed several months be- 
fore publication as proposed changes from 
the predecessor bulletin had become known 
among practicing accountants. 

The principal merger problems perhaps 
for the entire period from the beginning 
of the century to the present time have 


* See Byron D. Woodside, “Particular S.E.C. Merger 
Considerations,’ an address presented before the Fi- 
nance Orientation Seminar No. 121-91, American 
Management Association, New York, N. Y., November 
1957, and published in condensed form in Taxes, Feb- 
ruary 1958, pp. 136-144. Mr. Woodside is Director, 
Division of Corporation Finance of the S.E.C. 
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been in the accounting for assets and sur. 
plus. Mr. George O. May in his criticism of 
the business combinations bulletins with 
respect to intangibles said ** 

“The problem which the profession now faces 
resembles in some respects that which embar- 
rassed accountants sixty years ago when the 
great era of consolidations began. 

‘A legal device sanctioned the recording of the 
cost of the asséts acquired at the face value of 
the capital stock plus the fair value of any other 
consideration given therefor. This resulted not 
only in inflated book values, but also in a lack of 
a basis for proper depreciation charges.” 


The effect of this practice was still evident 
in financial statements of many corpora- 
tions at the time the securities laws were 
enacted by Congress. 

Two of the rules formally adopted by the 
American Institute of Accountants in 1934 
dealt with charges to capital surplus and 
the treatment of earned surplus of a sub- 
sidiary prior to acquisition. Similarly, Ac- 
counting Series Release No. 1 of the 
S.E.C. states the opinion of its first chief 
accountant (Carman G. Blough) that 
losses resulting from revaluation of assets 
should be charged to earned surplus rather 
than to capital-surplus, and Accounting 
Series Release No. 3 described the treat- 
ment of investments in subsidiaries in 
preparing consolidated statements. Some 
registrants had not eliminated earned sur- 
plus of subsidiaries at date of acquisition. 
However, at the same time, in some cases 
involving statutory mergers under state 
laws permitting the carrying forward of 
earned surplus of the merged company 
such accounting was accepted as having 
authoritative support.® 

During this period, too, the Institute’s 
and the Commission’s releases on charges 
to capital surplus were supplemented and 


* George O. May, “Business Combinations: An Al- 
ternate View,” The Journal of Accountancy, April 1957, 
p. 36. 

5 R. H. Montgomery, Auditing Theory and Practice, 
Sth ed., 1934, p. 416; W. A. Paton, editor, Acc 
Handbook, 2d ed., 1932, p. 950. 
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expanded by releases dealing with quasi- 
reorganizations.® It is important to note 
here that these releases from both sources 
dealt with the writing off of losses and the 
dimination of debit balances in the earned 
surplus account. After Word War II some 
accountants began to urge strongly that a 
net write-up of assets, as well as a net 
write-down, could be accomplished by 
means of a quasi-reorganization. This idea 
isfound in the report of October 20, 1945, 
from the Institute’s Committee on Ac- 
counting Procedure to the Executive Com- 
mittee. (This report also contains the 
earliest use of the term “pooling of in- 
terest” that has come to my attention.) 
The Commission has never been convinced 
that adequaté safeguards against abuse of 
the write-up have been éstablished.” 

Since the question of the recognition of 
goodwill in business combinations is a mat- 
ter of critical importance, comment on the 
Institute’s and the Commission’s releases 
on the subject is pertinent. Accounting 
Research Bulletin No. 24, published in 
December 1944, recognized that in the 
past it has been acceptable practice~-to 
eliminate goodwill by a write-off against 
any existing surplus—capital or earned. 
Sincé this practice Was-so-Common the 
committee did not recommend prohibi- 
tion of it but did say that charges to capital 
surplus should be discouraged. The Com- 
mission’s Accounting Series Release No. 50 
expressed the view that a write-off of 
purchased goodwill to capital surplus was 
contrary to sound accounting principles. 
The release stated that it was preferable to 
make the write-off “through timely charges 
to iicome” but in no event to capital sur- 
plus. The revision of Bulletin 24 now found 


* Accounting Research Bulletin No. 3, September 
1939; Accounting Series Releases Nos. 15 and 16, 
March 16, 1940, and No. 25, May 29, 1941. 

” See In the Matter of Great Sweet Grass Oils Litnited 


ond Kroy Oils Limited, Sec. Ex. Act Rel. No. 5483, 
April 8, 1957; Im the Matter of The Fall River Power 
Company, Sec. Act Rel. No. 3932, June 4, 1958. 
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in Chapter_5 of Bulletin 43 prohibits 
charges to capital surplus and limp sum 
write-offs in any case immediately after 
acquisition. Some critics say that failure to 
recognize goodwill in a pooling of interests 
transaction is the same as a write-off 
against capital surplus and hence a viola- 
tion of the principles set out in the goodwill 
releases. If you accept the pooling of in- 
terests concept as a continuation of the 
combined enterprises and not a new start, 
no accounting basis for recognition of good- 
will is established even though the earnings 
of the parties may indicate its existence. 
We have permitted a write-off of goodwill 
against capital surplus when a review of 
the transaction in which it originated in- 
dicated no good will should have been 
recorded at the time. 

The stage is now set for the events lead- 
ing to the Institute’s Accounting Research 
Bulletin No. 40 on Business Combinations 
published in September 1950. In the Octo- 
ber 20, 1945, report of the Committee on 
Accounting Procedure mentioned earlier in 
referring to a pooling of interests, it is 
stated that “the committee assumes that 
the term ‘pooling’ as here used refers to a 
situation in which two or more interests of 
comparable size are combined and would 
not include a transaction by which the 
interests of a small company are combined 
with those of a company that is substan- 
tially larger.’”” Whether this influenced the 
thinking of the S.E.C. staff at the time I 
don’t know, but it is clear from the cases 
that at this time the pooling of interests 
accounting which avoids the booking of 
goodwill by using the accounting basis of 
the constituent companies and permits the 
carrying forward of their earned surpluses 
was deemed appropriate when the com- 
panies to be combined were of about equal 
size and were engaged in similar or comple- 
mentary businesses. No detailed guide 
lines had béeni established at this time, but 
the legal and accounting professions were 
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actively concerned with the problems in- 
volved.® 

In 1945 the Commission considered a 
merger proposal in which all factors other 
than size clearly supported a pooling of 
interests solution. The result was that 
goodwill was not recorded and the earned 
surplus of both companies was carried for- 
ward. In this case the assets and common 
stock equity of the smaller company were 
less than one-fifth and one-third, respec- 
tively, of the larger company.® From this 
point on, relative size was considered to be 
less important than other factors in con- 
sidering whether a business combination 
met the test for pooling of interests ac- 
counting. 

Publication of Accounting Research 
Bulletin No. 40 in September 1950 did not 
solve all of our problems, but the practicing 
public accountant did have a guide with 
respect to business combinations which 
identified factors to be taken into con- 


tionate equity interests, relative size, con- 
tinuity—of management, and similar or 
complementary activities. As the trend to- 
ward diversification developed, this last 
test declined in importance and was not re- 
peated in the new Bulletin No. 48 pub- 
lished in January 1957. 

It is significant that Bulletin 40 was 


®See The New York Certified Public Accountant, 
July 1945, for two papers entitled “Corporate Consoli- 
dations, Reorganizations and Mergers’’ presented by 
J. Arthur Marvin, C.P.A., and William W. Werntz, 
Chief Accountant, S.E.C., for the Course on Current 
Problems in Accounting for Lawyers given by the Prac- 
ticing Law Institute in cooperation with the American 
Institute of Accountants and the New York Society of 
Certified Public Accountants. 

® For a detailed discussion of this case see William M. 
Black, ‘Certain Phases of Merger Accounting,” The 
Journal of Accountancy, March 1947, p. 214. 

© For preliminary exposure of the subject see Ed- 
ward B. Wilcox, “Business Combinations: An Analysis 
of Mergers, Purchases, and Related Accounting Pro- 
cedure,” The Journal of Accountancy, February 1950, 
pp. 102-107. Also, see letters to the editor after publica- 
ca The Journal of Accountancy, April 1951, pp. 532- 
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unanimously adopted but with Mesgrs 
Andrews, Paton and Wellington assenting 
with a qualification. These gentlemen be. 
lieved that the bulletin did not make jt 
clear that any adjustments of asset valyes 
or of retained income which would be jn 
conformity with generally accepted ae. 
counting principles in the absence of g 
combination would be equally so if effected 
in connection with a pooling of interests. 
This provision was included in the revision 
as Chapter 7 (C) of Bulletin No. 43 with no 
dissenters. Is this intended to keep the 
door open for an upward restatement of 
assets if such accounting gains acceptance? 

An example of a situation in which a 
registrant urged that a write-up of the 
assets was proper took the form of the 
purchase of assets from five predecessor 
companies under varying degrees of com- 
mon control in exchange for stock of a new 
company. The allocation of the shares was 
based upon a valuation of estimated oil re- 
serves, leaseholds, mineral interests and 
other assets and the use of a price per share 
approximating that. at which a public 
offering was to be made. This price was in 
excess of the recent market quotations of 
predecessors’ shares. On this basis the 
assets of the new company would have 
totalled about $15,000,000 as compared to 
$10,000,000 on the combined balance 
sheets of the predecessors. Upon a con- 
sideration of all the facts the Commission 
concluded that pooling of interests ac- 
counting was appropriate and no write-up 
of assets should be made. 

In a more recent case involving a merger 
of two substantial companies in the oil 
business, the stockholders of the one whose 
assets were to be acquired by the other in 
exchange for stock desired to sell their 
holdings. This situation we agreed was a 
purchase transaction and a registration 
statement was filed to cover the stock to be 
issued in the merger. Preparation of com- 
parable financial statements resulted in a 
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revision of previously published figures for 
the acquired company because of revised 
estimates of oil and gas reserves. The effect 
of changes in depletion and depreciation 
charges was disclosed in a note to the 
summary of earnings. In addition a pro 
forma statement of combined earnings of 
the constituent companies for the most re- 
cent year was included in the prospectus. 
This statement disclosed the increased de- 
pletion. charge based on the excess of the 
purchase price over the values on the 
merged company’s books. A reclassifica- 
tion of operating items deferred by the 
merged company to accord with the sur- 
yivor’s accounting procedures was also 
necessary. 

The next significant step in the case-by- 
case consideration of this general problem 
by the Commission was raised in a pro- 
sposed merger involving the possibility that 
a minority interest would remain after an 
exchange offer and the smaller company 
would continue as a subsidiary. It was 
concluded that in these circumstances it 
would be inappropriate to treat the trans- 
action as a pooling of interests, and there- 
fore the earned surplus of the acquired 
company could not be combined with that 
of the registrant. On a purchase basis good- 
will would have been negligible. 

Even without the complication of a 
minority interest, Bulletin 40 and Chapter 
7 (C) of Bulletin 43 had been interpreted 
consistently as requiring the dissolution 
of the merged corporation into a surviving 
corporation, This seemed to emphasize a 
legal technicality and to ignore the eco- 
nomic aspects of the situation. Reexami- 
nation of the problem resulted in Bulletin 
No. 48, published in January 1957. This 
revision omits the requirement of similar 
or complementary businesses and permits a 
pooling of interests when substantially all 
of the ownership interests in the consti- 
tuent corporations continue, and permits a 
subsidiary relationship to survive “if no 
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significant minority interest remains out- 
standing, and if there are important tax, 
legal, or economic reasons for maintaining 
the subsidiary relationship such as the 
preservation of tax advantages, the pres- 
ervation of franchises or other rights, the 
preservation of the position of outstanding 
debt securities, or the difficulty or cost- 
liness of transferring contracts, leases, or 
licenses.”’ The revision retains the tests of 
continuity of ownership and of manage- 
ment or power to control the management 
and introduces a more specific test of rela- 
tive size. Although relative size may not 
necessarily be determinative, the bulletin 
says that ‘‘where one of the constituent 
corporations is clearly dominant (for ex- 
ample, where the stockholders of one of the 
constituent corporations obtain 90% to 
95% or more of the voting interest in the 
combined enterprise), there is a presump- 
tion that the transaction is a purchase 
rather than a pooling of interests.”’ 

As you would suspect, the first questions 
raised under Bulletin 48 were with regard 
to the size test and minority interests. The 
first cases involved combinations in which 
the smaller company fell in the range of 
five per cent to ten per cent of the com- 
bined equity. No objection was raised to 
pooling of interests accounting in these 
cases when it appeared that a strong case 
had been made under the other tests. As a 
general proposition we have objected to 
pooling of interests when the equity of the 
smaller company would be less than five 
per cent. However, in some situations 
pooling of interests accounting has been 
accepted when the acquiring company’s in- 
terest has exceeded 95 per cent, when, for 
example, the other factors involved were 
persuasive and the size and position of the 
companies were such that any other view 
would, for all practical purposes, have the 
effect of excluding certain industry leaders 
from the pooling of interests doctrine en- 
tirely. 
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It is not always possible for the public 
reader to determine from published mate- 
rial whether all of the criteria for a pooling 
have been met. However, these are the 
subject of discussion between the S.E.C. 
accounting staff and representatives of the 
registrants and the certifying accountants. 
We are particularly concerned with evi- 
dence of intent on the part of all the 
parties, other than for normal trading in 
listed shares, to retain shares issued to 
them in the exchange or in dissolution of 
corporations which have transferred assets 
to the surviving corporation. Registration 
under the Securities Act of 1933 of shares 
received in the transaction or other evi- 
dence of intent to dispose of them is ordi- 
narily fatal to a pooling of interests solution. 

Plans for the integration of top manage- 
ment personnel we think are significant 
evidence as to the good faith of representa- 
tions that the plan is a pooling and not a 
purchase. Token representation on a big 
board of directors may not be very con- 
vincing, whereas a merger involving a 
small progressive company and a very 
large company needing the particular 
talents of the officers of the smaller com- 
pany may satisfy the requirement." 

Much time of our accounting staff is de- 
voted to conferences with representatives of 
registrants and certifying accountants in 
discussing the facts surrounding business 
combinations where registrants recognize 
that there could be a difference of opinion 
as to the accounting to be followed. Now 
and then preliminary proxy material is 
submitted or a registration statement for 
an exchange offer is filed in which an ac- 
counting solution is offered which we find 
it necessary to challenge. The solution is 
then usually worked out in a conference at 
which pertinent facts are developed and 


" For a practicing accountant’s discussion of this 
subject see William W. Werntz, “Intangibles in Busi- 
ness Combinations,”’ The Journal of Accountancy, May 
1957, pp. 46-55. 
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judged in light of the criteria laid down ip 
the bulletins I have discussed. 

An interesting example is found in a 
recent registration statement in which an 
exchange offer was described. As originally 
filed, purchase accounting was applied to 
the combination of two companies of which 
the proposed parent company was one 
fifth the size of the company being ac. 
quired. The smaller company, which had 
some 400,000 shares of stock outstanding, 
was to issue 1,600,000 shares of its $.25 par 
value common stock for the entire out- 
standing stock of the larger company, 
assigning to its shares a value of $2 per 
share. The prospectus also carried a public 
offering of 250,000 shares at a price to net 
the company $2.10 per share. As originally 
proposed in the registration statement, 
$2,600,000 of the excess of the ascribed 
value of the new shares was to be assigned 
to certain undeveloped real estate owned 
by the larger company. 

After reviewing the terms of the pro- 
posed combination our staff objected to the 
use of purchase accounting and the result- 
ing substantial write-up in the value of the 
land. Prior to the exchange offer the 
registrant’s then outstanding common 
shares were redesignated as Class A Con- 
vertible stock. This class was convertible 
into debentures until a specified date after 
which, if not converted, Class A auto- 
matically became common shares. Class A 
stock and the debentures together had vot- 
ing rights for the election of five directors, 
and the new common issued under the plan 
of exchange was limited to representation 
by five directors, making a total of ten di- 
rectors. However, two members of this new 
group in the organization were to become 
president and secretary of the parent com- 
pany. 

After discussions, an amended registra- 
tion statement was filed in which the pool- 
ing of interests concept was applied to the 
combination and the investment in the 
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subsidiary was recorded on the books of the 
parent at the underlying book value based 
on cost. 

The prospectus in this example included 
the usual financial statements for an ex- 
change offer and in addition some unusual 
features. Proxy statements seeking stock- 
holder approval of a plan for a business 
combination as well as prospectuses for 
exchange offers must include balance 
sheets, income and surplus statements, and 
summaries of earnings for all parties to the 
plan. In addition a pro forma balance sheet 
is required to show the result to be ob- 
tained. Likewise, a summary of earnings on 
a combined basis is necessary. The prob- 
lem of cross holdings among the parties is 
not unusual and must be dealt with par- 
ticularly in developing proper comparisons 
of earnings per share in the summaries of 
earnings. 

An element in the case I have been using 
as an example was a “spin-off” in the year 
prior to the exchange offer of a substantial 
part of the smaller company’s income pro- 
ducing assets. The income and expenses 
attributable to these assets for the period 
prior to the spin-off were eliminated from 
the income statements and earnings sum- 
maries and were shown separately in a 
footnote. In addition, certain ‘Special 
items” of a non-recurring nature were 
omitted from the combined summary of 
earnings, and earnings per share in this 
case were shown only in this combination 
for the benefit of the public investors—the 
exchange offer having been a privately 
negotiated contract. The per share figures 
here were based upon the total of the class 
A and common shares to be outstanding 
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after the exchange. The fact that the class 
A shares were convertible into interest- 
bearing debentures was recognized in a 
footnote to the summary which stated the 
amount of interest charges assuming full 
conversion. Another footnote disclosed 
that the taxation for land sales might be 
changed from a capital gains basis, which 
had been challenged by the Internal Rev- 
enue Service, to an ordinary income basis. 

This case demonstrates some of the dis- 
closure problems facing the accountant in 
the preparation of financial statements for 
public use in connection with a business 
combination. Another common problem is 
the recasting of income statements of dif- 
ferent fiscal years to a common fiscal year 
if practicable for the purpose of showing 
combined operations of the constituent 
companies. Service and finance companies 
usually adjust to a common basis. Com- 
panies with large inventories and inad- 
equate accounting controls may not be 
able to recast to a common basis. In such 
cases combining of income statements for 
different fiscal years has been accepted 
with appropriate explanation of the cir- 
cumstances. Discussions on this subject 
demonstrate the need of better accounting 
procedures in many businesses. Poor in- 
ventory control is still one of the principal 
sore spots in business operations. 

I have attempted to show that our ac- 
counting problems in the area of business 
combinations are of two kinds: the de- 
termination of whether pooling of interests 
or purchase accounting is applicable and 
the presentation of the financial statements 
and notes so that suitable disclosure for the 
purpose at hand is accomplished. 
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APPROXIMATE AMORTIZATION OF BOND 


PREMIUMS BY “PAYMENTS OUTSTANDING” 
(OR “SUM OF DIGITS”) METHOD 


W. SNYDER 
Partner, Geo. S. Olive & Co. 


ing the discount on bonds is a practi- 

cal problem in investment account- 
ing. The correct theoretical procedure, as 
anyone knows who has studied compound 
interest, is to multiply the bond value by 
the effective yield rate, subtract the result 
(the true interest earned) from the coupon 
payment, and carry the difference to the 
bond account, thus decreasing the value of 
a premium bond, or increasing the value of 
a discount bond. The new value is again 
multiplied by the effective rate, which 
leads to a new value, which is again multi- 
plied . . . , and so on, until when the value 
at the end of the period immediately pre- 
ceding maturity is multiplied by the effec- 
tive rate, the final difference between in- 
terest earned and coupon payment brings 
the bond value to the exact amount col- 
lected on the matured bond. All these cal- 
culations are ordinarily made at one time, 
in the form of an amortization schedule, 
which thus shows the entire course of the 
investment. 

The labor involved in following theory 
to the last tenth of a cent, say on a 20-year 
bond, which means 40 semi-annual periods, 
is considerable, even disregarding the haz- 
ards of error in making 40 entries of factors 
in a calculator, and in the attendant sub- 
tractions and additions and writing of 
amounts on a schedule. Furthermore, find- 
ing an accurate yield rate when it is un- 
known, as it usually is, seems a rather for- 
bidding chore. It is not strange that the 
theoretical method is by-passed more often 
than it is followed, and that less burden- 


Ning the premium or accumulat- 
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some ways of disposing of premium and 
discount are used. 

The least burdensome—and most vio- 
lent—method is to write off premiums at 
date of purchase, and to take up discounts 
at maturity. Some there are who actually 
follow this method, but nobody defends it, 
unless to call it “conservative,” presuma- 
bly meaning that the investment values 
are carried at rock-bottom figures. It is cer- 
tain that the distortions of income under 
this method are substantial. 

The simplest method of spreading the 
premium or discount over the life of the 
security is the Pro-Rata method. On a 20- 
year bond, 1/20th of the premium or dis- 
count is written off or on each year. Under 
this method, successive book values of the 
bond vary, often substantially, from the 
correct values, reaching a peak error about 
halfway through the life, being too low on 
premium bonds, and too high on discount 
bonds. However, if the premium or dis 
count is nominal, no great distortion is in- 
troduced by use of the Pro-Rata method. 


I 


This paper will discuss an approximative 
method of amortizing bond premium, or 
accumulating discount, which is so simple 
that after a few preliminary calculations 
(all involving only the most elementary 
arithmetic), the amortization amounts can 
be built up as sub-totals on an adding ma- 
chine tape, and so close that the maximum 
error in the amortized bond values is of the 
order of 1/10th or 1/20th of one per cent, 
or even less. 
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The method will be called the Payments 
Outstanding method, because it is essen- 
tially a method sometimes called by that 
name! which has been known for years as 
a simple way to apportion finance income 
from installment contracts by periods, and 
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$160.18, or $16.86, 17/171 the second 
month, 16/171 the third month, and so on, 
down to 1/171 the 18th month. In this 
example the actual monthly effective rate 
of interest is 1%. Following is a tabulation 
of the results by both methods: 


Payments Outstanding Effective 1% on Declining Balance 
Interest Net Balance Interest Net Balance 
$1,640.00 $1,640.00 
ist month (18/171) $16.86 1,556.85 $16.40 1,556.39 
Qnd month (17/171) 15.92 1,472.76 15.56 1,471.94 
3rd month (16/171) 14.99 1/387.74 14.72 1,386.65 
6th month (13/171) 92.347" 4,127.05" © 2.13° 1,125.63 
17th month (2/171) "1.97 "99.08 
18th month (1/171) 94 


* Maximum error in net book value occurs in this example at the end of the sixth month. The error is $1.42, 


or 0.12% of the balance. 


to rebate a portion of the finance charge 
when a contract is paid off before maturity. 

The method is a sound approximative 
method, and in its application to install- 
ment contracts it spreads the income over 
the life of the contract in amounts which 
are very close to interest computed on suc- 
cessive net investment balances of the con- 
tract at a uniform effective rate. Thus, 
assume an investment of $1,640 in an 18- 
month contract, on which monthly pay- 
ments of $100.01 are due, so that the total 
payments are $100.0118, or $1,800.18. 
The total interest or finance charge is the 
difference between total payments and 
cost, or $160.18. To apportion the interest, 
we sum the numbers representing the 
months, from 1 to 18. The sum is 171. By 
the Payments Outstanding method, the 
earned interest the first month is 18/171 of 


_ ' Other names are Sum of the Digits, Rule of 78ths, 
Direct Ratio. The first two names are too limiting: the 
digits run only from 1 to 9, and 78ths merely recognizes 
the fact that for a 12-month contract, the sum of the 
numbers from 1 to 12 is 78. “Direct Ratio” is the name 
used by M. L. Neifeld in his book Neifeld’s Guide to 
Instalment Computations, because it distributes the 

ce charge “over the instalment payments in such a 
way that the computed rate of charge is in direct ratio 
to the debt” (p. 185). 


This example is typical of the close cor- 
relation between the Payments Outstand- 
ing method and the theoretical method of 
true or effective interest. 

The Payments Outstanding method 
may be explained as follows: There are 18 
payments outstanding for 1 month, 17 for 
1 month, 16 for 1 month, etc. The total of 
all the payments outstanding is 184-17 
+16+ ---+3+2+1=171. The total in- 
terest divided by the total payments out- 
standing gives unit interest per unit pay- 
ment outstanding. Then the interest ap- 
plicable to the first month when there are 
18 payments outstanding is 18 times unit 
interest. 


An installment contract is an annuity, 
and we need an annuity equation derived 
from the bond formula in order to harness 
the Payments Outstanding method to 
premium amortization. 

The basic bond equation is 


P=Mv"+Caa, 


where P=price or cost of bond, M=matu- 
rity value, »=(1+7)-", »=number of 
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periods (half-years), C= coupon payments, 
and daa is the value of an annuity of 1 
for » periods at the rate of interest 7. 

The price of a bond can also be stated as 
P=M+M(c—i)aa, where c=coupon rate 
=C/M. Or, letting p=premium= P— MW, 
we have 


(1) p= M(c—i)aa. 


Here is exactly what we need: a statement 
that what we may term a “‘little annuity,” 
M(c—i), has a present value equal to the 
premium p. If M is greater than P, p will 
be negative, and we have a discount bond; 
hence, algebraically, discount is merely 
premium with a minus sign before it; and 
hence, in our further development, we 
shall speak only of premium and amortiza- 
tion, which must be understood to include 
discount and accumulation. 

Since the amount of the annuity pay- 
ment M(c—i) involves the quantity 3, it 
cannot be known until the yield rate is 
known. The finding of an unknown rate is 
generally regarded as a difficult job, but it 
is actually quite easy to find a rate suffi- 
ciently accurate for our purpose, as will be 
shown. 

We now assign symbols to three quanti- 
ties: 

The little annuity: 


(2) K=M(c—i). 


The total interest on the little annuity, 
which is self-evidently the difference be- 
tween the total payments and the present 
value or cost: 


(3)? E=Kn—p. 


It is the total interest E on the little an- 
nuity which we wish to apportion among 


* The letter J is a convenient general symbol for the 
total interest in any compound interest problem, but 
here we are concerned with a “little annuity” M(c—#), 
whose present value is p, the premium on a bond. The 
total interest Z on this little annuity must not be con- 
fused with the total interest earned on the bond, 


I=Cn—>. 
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the # periods of the bond by the Payments 
Outstanding method. 

The unit interest on unit payment out. 
standing: 

2E 
n(n+1) 


When # is a whole number, i.e., integral, 
n(n+1)/2= Son, which gives rise to the 
concept of unit interest as the total inter. 
est divided by the sum of the payments 
outstanding. Integral » in our present de- 
velopment means a bond bought on a 
coupon date, with amortization at coupon 
dates. For bonds bought between coupon 
dates, 2 becomes non-integral, i.e., a whole 
number plus a fraction. However, ¢ 
=2E/n(n+-1) is still satisfied by a non- 
integral #, and we therefore need not con- 
sider whether >>” has a meaning in such 
a@ case. 


(4)? G= 


III 


So far we have assumed that we knew 
the yield rate ¢, by which K = M(c—i) and 


* To establish a precise mathematical basis for G, we 
turn to H. E. Stelson’s equation (THE AccounTING RE 
VIEW, January, 1954, p. 72), which he derived as a factor 
for the true theoretical rebate of unearned finance 
charge on an installment contract paid off before ma- 
turity. By Stelson’s equation, we can find the true 

remium 4») remaining on a bond at any time s periods 
os maturity, bought # periods before maturity ata 
price yielding a rate of interest :: 


Es(s+1) 


(9s?— Gres - -- ]. 


= Ks——_——— 
(5) 


By st with the first term in the brackets of (5), 
we have pod ollowing as an approximation to the 
premium 


Es(s+1) s(s+1) 


It is basically this approximation which is the Payments 
Outstanding approximation 
The error in using (6) instead of the theoretical (5) is 


e2(S) = Pace) — Pree) 
| 


(7) s(s+1) 

a—G 3 1 

which reaches a maximum when sa2#/3, or in terms of 
the elapsed time after purchase, s—s, when #—san/3. 
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consequently G in (4) were computed. 
More often than not, we do not know the 
yield rate, and it must be found. For this 
purpose a simple approximation formula of 
many years’ standing may be used, which, 
while giving a less accurate rate than a 
more involved formula, actually has the 
effect of decreasing the error in the use of 
the Payments Outstanding method. For 
this reason, an approximate i, which we 
denote by i., should be found by the 
formula even when the yield rate is known. 
The simple formula is 


I 


(8) 
Mn+p 


in which 7=total interest on the bond 
=Cn—>, and the other symbols have the 
meanings already given them.‘ 

Using i. instead of 7, (2), (3), and (4) be- 
come: 

The little annuity: 


(9) L=M(c—i,). 


Fic. 1. Curves of error for approximative 
methods of bond premium amortization. 


‘The “more involved” formula is really a very close 
approximation to the true rate é, and may be found by 
taking formula (8) one more stage: 


I 


where #: is the result by (8). See Stelson and Snyder, Taz 
Accountinc Review, October, 1953, p. 554. 


Mn+ 
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The total interest on the little annuity: 


(10) F=Ln—-p. 
Unit interest: 
(11) a 2F 
n(n-+-1) 


The effect of using (11) is to reduce the 
maximum error in the amortized bond 
values, and also to produce a change in the 
sign of the error somewhat past the mid- 
point in the term of the bond.’ Fig. 1 
shows typical curves of error using (4) 
based on the exact yield rate, and using 
(11) based on the approximate rate i,. 

Now the interest apportioned to the 
first period, during which » payments are 
outstanding, is Hm. Since the interest 
earned during the first period on the little 
annuity is Hn, the portion of the payment 
to be applied to the “little principal” is 
L—Hn. But the little principal is p the 
premium, and if we apply successive por- 
tions of the little annuity LZ to #, we will 
have accomplished the amortization of p. 

Successive amortization amounts will 
increase by the quantity H, since succes- 
sive portions of interest decrease by H, the 


5 Use of H instead of G results in an approximation 
tO Pus), Such that 


s(s+1) 
The difference between (6) and (12) is 
M (i.—i)s(n—s) 
which has a maximum value when s= 2/2; and the total 
error between (5) and (12) may then be expressed as 
(14) a:(s) =e(s)+D(s). 


The error formula (7) shows that when ? is positive, 
ive. When is positive, 4, >4; hence D in (13) 


(12) Prey = Ls—H 


D(s) = p2@)— = 
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lal SIDI. a passes through 0 and takes the sign 
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= comes >| ¢|, but since both ¢ and D will be below 
their maximum values, |e| will be substantially less 
than | exmax)|. In fact ec max) Will always be 
the other relations are unchanged. 
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unit interest. We denote the first period 
amortization L—Hn by which 
means that A (_1) is the amortization to be 
deducted at the end of the first period to 
bring the bond premium from p,n)(= p) to 
Pin—1)- A schedule of amortization amounts 
etc., may be represented 
symbolically as follows: 

L—Hn = A (n—1) 

A tH = A (n-2) 


A (n-2) = A 


(15) 


Aw) +H=Agq) 
Ag +H=Aw® 
and, 


We are now down to the construction of 
amortization schedules by adding machine 
tapes. After A (,_1) has been found, it is set 
in the adding machine, and H added in 
repeatedly, with a sub-total after each 
addition. The sub-totals are successive 
amortization amounts. The amount A :_1) 
= I isnot a part of the amortization sched- 
ule, but serves as a useful quick proof of 
the accuracy of the taping process. After 
building up the tape of amortization 
amounts, the cost of the bond may be set 
in the machine, and the sub-totals from the 
first tape successively subtracted (if we are 
amortizing premium) or added (if we are 
accumulating discount), with a sub-total 
after each subtraction or addition; the sub- 
totals of this tape are the successive bond 
values, and the final one of course must 
equal the maturity value. 

* This statement may be demonstrated by differenc- 
ing successive values if Pue) a8 given by (12): 

Pim) =Ln—Hn(n+1)/2 

= L(n—1) —H(n—1)n/2 
Apa) Pim) = 
— Pima) = — [L—H(n—1)] 
= —H. 
A* pi (nt) = Api Afi — 
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The foregoing covers the simplest Case, 
that of integral values for , which as ex. 
plained above, means a bond bought ona 
coupon date, with amortization figured at 
coupon dates. 


IV 


When a bond is bought between coupon 
dates, there are two parts to the purchase: 
the cost of the bond, and the accrued jp. 
terest, or more accurately, the accrued por- 
tion of the current coupon. Customarily 
the cost of the bond itself is charged to the 
investment account, and the accrued in- 
terest or coupon is charged as purchased 
interest to be deducted from the next 
coupon payment. For bonds bought ona 
yield (effective rate) basis, the allocation 
between bond and accrued interest usually 
does not conform to strict theory, but the 
only real effect is that the yield actually 
realized, based on actual amounts paid, is 
not exactly the quoted yield, but the differ- 
ence is very minor. For our purpose of 
amortization by approximate amounts, we 
use the actual price paid. However, it must 
be clearly understood that P, the price of 
the bond, and #, the premium, do not in- 
clude the amount paid for the accrued 
interest. 

When a bond is bought between coupon 
dates, the number of periods is no longer 
a whole number, but a whole number plus 
a fraction. That is, »=f+<q, where f is the 
fractional period from purchase date to 
next coupon date and q is the number of 
whole periods to maturity. 

In (4) and (11) we found unit interest by 
dividing the total interest by n(#+1)/2. 
Even though # is non-integral, we can still 
find unit interest by (4) or (11). With the 
introduction of fractional periods, the 
proper method of finding the amortization 
for a fractional period is to interpolate be- 
tween two whole periods. However, we can 
eliminate some computations in connec 
tion with fractional periods by slightly 
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modifying the divisor »(+1)/2. We set 
up a new unit interest J, such that 


F 2F 


where 


Then the amortization for a whole pe- 
riod running from » to n—1 is 


(17) In-—J=A-1; 
and we take the amortization for the frac- 
tional period f as being simply 
(18)" fA = =A: 
V 


It is often desired to enter amortization 
at an accounting closing date which does 
not coincide with a coupon date. In this 
case, another fractional period enters the 
computations—or rather, two fractional 


1 The relation between (11) and (16) is 
n(n+1) 


Then the difference d(s) between the approximate bond 
value pi) using H and an approximate bond value ,.) 
using J is 


(19) J-H=J 


s(s+1) 
2 


G(s) = — Pay = (J 


S(i-—f) s(s+1) 
= J ’ 
2 n(n+1) 


which has a maximum value when s=n—f=gq, and 
which diminishes each whole period thereafter by 
Jsf(i—f)/n(n+1), until d(0) =0. (The difference d(m) is 
larger than d(g), but d() has no meaning in our amor- 
tization schedule, since we do not compute fm), but use 
the actual » of the problem.) 

As stated, the maximum value of d(s) is d(g). Now in 
the factors of d(g) the maximum value of f(1—/f)/2 is 
4, when f=}, and g(q+1)/n(n+-1) <1 (although it a 
proaches 1 for large values of m). Hence d(q)< hs, 
which in our scheme of approximation is negligible. 

Furthermore, d(s) is of opposite sign from ¢ in (7), so 
that, small though it be, d(s) has a corrective effect on 
the total error 


(21) e(s) =e:(s)+D(s)+d(s). 
It is evident that when we write fA (n-1) = A@, based 


on J=unit interest, we are using first-difference in- 
terpolation or proportional parts. With H = unit interest 
we would have to use second-difference interpolation, 
fA@+—f(1-—f)H/2=A@, which is not complicated, 
but merely more cumbersome than we need for approxi- 


mation purposes. 


(20) 
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periods, since a coupon period is broken 
into two parts by the closing date. We de- 
note by & that portion of the coupon period 
from closing date to following coupon date. 
Then the portion from preceding coupon 
date to closing date will be 1—, unless the 
first closing date occurs within the initial 
fractional period from purchase date to 
coupon date (assuming an initial fractional 
period, i.e., assuming that the bond was 
not purchased at a coupon date). In such a 
case, the portion of the period preceding 
the first closing date will be f—&. In all 
cases, there will be a terminal fractional 
period k, from the last closing date to ma- 
turity. 

There are three possibilities for the first 
closing date: it may fall between any ad- 
joining two of the four points of time, ”, q, 
g—1, or g—2. Denoting by r the number of 
periods (non-integral) from first closing 
date to maturity, and replacing g by n—f, 
we symbolize the three cases as follows: 

Case 1: n>r>n—f. 

Case 2: n—f>r>n—f—1. 

Case 3: n—f—1>r>n—f—2. 
If f=0, Case 1 has no meaning, and the 
problem falls under Case 2, which then be- 
comes #>r>n—1, or Case 3, which be- 
comes m—1>r>n—2. We express the 
fractional period amortization for the three 
cases by the following formulas, similar 
to (18): 

Case 1—first closing occurs before first 
coupon date following purchase: 


(22) (f—k)A@ay=Am, 
with r=n—f+k, and, as just indicated, 

Case 2—first closing occurs before sec- 
ond coupon date following purchase: 
(23) 


with r=qg—1+k: 
Case 3—first closing occurs before third 
coupon date following purchase: 
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(24) =A, 


with r=g—2+k. 
For the terminal fractional period, there 
are only two formulas? 


* In footnote 7 it was shown that the two systems 
of amortization using H and J gave the same over-all re- 
sults, but that proper interpolation applied to amortiza- 
tion amounts using H gave fractional period amortiza- 
tion which differed from that using J by d(q) <J/8, a 
negligible quantity. When the fractional period & is in- 
troduced before the first coupon date, d(r)<d(g). When 
k is introduced after the first coupon date, an additional 
difference occurs between the two systems, but the total 
maximum difference will still be negligible, being of the 
order of 2d(g). In both cases, d(0)= 6. 


Case 1: 
(25) kAyty =A, 
with 

Cases 2 and 3: 
(26) =Aw. 


Following is a full symbolic representa- 
tion, similar to (15), for obtaining A’s for 
bonds bought between coupon dates, and 
with closing dates differing from coupon 
dates. 

Case 1—first closing before first coupon 
date, r=n—f+k, 


(f—k)A 


kA g—-1) = A (0) 


fA @uy=A@ 
(1—k) A (et) = 


L-—Jn = A 

Agytf-k)J 

+ J = A(r-2) 
(27a) 

J=Ag 

Ay-y+ fJ=Ay=L. 
Case 2—first closing before second coupon date, r=g—1+k: 

L—Jn =A (n-1) 

fI=A@y 

A t+(1—k)J =A 

A (ray t J =A (r-2) 
(27b) 

A + J=Avw 

Aw + kJ =Aw-_t) 

t+ J=Ary=L. 


Case 3—first closing before third coupon date, r=qg—2+k: 


L—Jn =A (n-1) 

A + fI =A 

A + J =A q-2) 

A +(1—k) J = A 
(27c) + J = A(r-2) 

A ate + J=Aw 

Aw + kJ 

A J=Acy=L. 


fA = A (@) 


(1—k)A = 


kA = A (0) 
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It should be pointed out that the frac- 
tional period f from purchase date to next 
coupon date should always be rounded up 
to the next larger whole number of months, 
thus confining the fractions to halves, 
thirds, or sixths.* However, in the case of 
government bonds with coupon dates on 
the 15th, the fractional period & will in- 
volve half-months, and introduce twelfths 
into the computations. 

It is often convenient to use annual 
amortization amounts. Let B be an annual 
amortization amount. To find the first an- 
nual B, we double the first half-year’s 
amortization and add J. After finding the 
first annual amortization, we add in 4J 
successively. 

At the end it is usually necessary, or de- 
sirable for checking computations, to ‘‘de- 
annualize.” To find a first half-year’s 
amortization from the annual amount, we 
subtract J from the annual amount and 
divide by 2. To find a second half-year’s 
amount, we add J to the annual amount 
and divide by 2. 

In providing for amortization at closing 
dates, it has been taken for granted that 
accrued interest would be recorded by a 
separate entry. The accrued interest, as 
pointed out in section IV, is really accrued 
coupon, and after having been computed 
once, will be the same amount at every 
closing. 


VII 


The actual practice of the foregoing will 
be better understood by following an 
example. 

We consider first a premium bond, 
$100,000 of Transam 4s, maturing Novem- 


* The rounding up is another small approximative 
“dodge” which tends to reduce the maximum error in 
bond values. Rounding up tends to raise the valley of 
the error curve based on approximate é in Fig. 1, and 
also raise the following peak, but not as much as the 


valley is raised. Even increasing f by one month results 
in smaller maximum error than use of the correct f. 
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ber 1, 1980, purchased February 5, 1956, 
at a cost of $104,007.26, exclusive of ac- 
crued interest. Coupon dates are May 1 
and November 1. From 2-1-56, the 
“rounded up” purchase date, to 11-1-80, 
the maturity date, is 49} half-years, or 
periods. The facts on this security are set 
down in orderly fashion in Table 1, under 
“Problem.” 

Under “Solution,” the first step is to find 
the approximate rate of interest i,. Use of 
the simple formula (8) gives 7, = .0188060. 
It may be noted that the true rate at the 
purchase price is .01875. 

Under (B) is the meat of the solution: 
the Payments Outstanding computations. 
Included are quantities needed for figuring 
amortization at a closing date, assumed to 
be December 31. If amortization were de- 
sired only at coupon dates, no quantities 
involving k would be computed. 

It is seen that the calculations under (B) 
require no mathematical skill beyond that 
needed for the most elementary arith- 
metical processes. 

We first build up a tape of amortization 
amounts at coupon dates, the start and 
finish of which are shown as Tape 1(a). For 
clarity in the example, quantities are keyed 
to the scheme shown in equations (27c); 
however, at coupon dates there is no k, and 
after getting started, we use annual amor- 
tization amounts B instead of semi-annual 
amounts A. 

Before starting the tape, we note that 
the amortization for 1956 consists of that 
for the fractional period ending 5-1, and 
for a whole period ending 11-1-56, and 
that there then remain 24 annual amortiza- 
tions to maturity date 11-1-80. 

The tape illustrates annualization and 
de-annualization. After the sub-total 
44.78574, which is the amortization A ¢_1) 

at 11-1-56, we add J and get the first 
amortization amount for 1957, which we 
double, then add J, getting 94.13970 as 
one full year’s amortization Bys) from 
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TABLE 1 
PrEemMiuM BoND—AMORTIZATION BY PAYMENTS OUTSTANDING METHOD 


Problem 


Transam $100,000 

coupon dates, 5-1 and 11-1. Closing date, 12-31. 
P=price = 104,007 .26 
M=maturity value 100,000.00 
p=premium=P—M= 4,007.26 


maturi 


ring 11-1-80; purchased 2-5-56, cost $104,007.26 (excluding accrued interest); 


n=number of periods = 49} 
c¢=coupon rate=C/M = .02 
C=coupon payments =2,000 


I=Cn—p=(2,000X49}) —4,007 .26=94,992.74 


Solution 
A. Rate of interest i,: 
I 
Formula: ig= 71 
n 
Mn+p —— 
2 
Numerator: J = 94,992.74 
Denominator: 
ist term: Mn= 100,000 49} = 4,950,000 
1 50.5 
2nd term: =+ 101,183.19 
5,051, 183.19 ig= .018 8060 
B. Payments Outstanding computations: 

n=493; f=2—5 to5—1=}; k=12—31 to 5—1=3; q=n—f=49 
= 100 ,000(.02— .0188060) = 119.40 nJ =493J =75 .375 635 
=1,903.045 fJ=  .761 3701 

1 49x50 
+(493X 4) =1,249.75 kJ= 1.015 1601 

F 1,903 .045 

J= @+1) 200.75 =1.522 7401 (1—k)J= .507 5800 

L—Jn=A = 119.40 —75.375635 = 44.024365 


C. Amortization: 
At coupon dates: See tapes 1(a) and 1(b) 
At closing dates: See tapes 1(c) and 1(d) 


11-1-56 to 11-1-57. To this amount, the 
first of 24 annual amortizations, we add 47 
= 6.09096 23 times, the last sub-total giv- 
ing us Bw), the amortization for the year 
ending with the maturity of the bond, 
11-1-80. To check the accuracy of the 
tape, we need to find Ay.»=Z, a step 
which involves de-annualization. To the 
24th annual amortization amount, 
234.23178, we add 6.09096, and subtract 
1.52274, dividing the result by 2, which 
gives the imaginary amortization for the 


first period beyond maturity, Ai»=L 
= 119.40. 

Only one figure from the completed tape 
of amortization amounts at coupon dates 
cannot be used directly: the first one, 
which must be multiplied by f, to get the 
short period amortization from purchase 
date to first coupon date. In the example, 
f=4, and one-half of 44.02437 is written 
down at sight directly above the first figure 
on the tape. 

We now make another tape, 1(b), start- 
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484) 21. 


ON ar 
A oF 


Bans)" 349100230668 
6.090.96 
106321625 


6.090: 


io tio 


fo 
CO 
w 


6.0990: 
215.958908 

6.09096 
222049868 


6.09096 


Tape 1(b) 

* 

2-5-56- 104,00 726 
32235 

5-1-56 103985258 
44725 

11-1-56 103940468 
3444; 

11-1-57 103846328 


10023- 
11-1-58 


103635993 
103587383 
103468323 
2459- 
103384275 
101314038 
203.78- 
1021110258 
20987- 
100900388 
214596- 
100684428 
22205 - 
1l-1-78 100462378 


22814-— 
1l-1-79 1002342358 
23423- 


Tape l(c) 


4402437 

= AGH 44788248 
52274 


L522! 
(1-k)Acq2) 1 16 


A447) 46,30 848 8 


53238 
46816068 
606 


Bor-2)* 9 4268 
0 S88 s 
107338708 
21392933 
210883105 
216974063 
s 
Bier) = Buy) 229, 5598s 
23822838 
233.72420* 
2 


848 

77268 

22:74 
219,400.00 


Tape 

& 

2- 5-56 104,00 726 
22035 
5--1-56 103985258 
44795 
ll- 1-56 103940468 
4844; 
12-31-56 103985028 
12-31-57 103829873 
12-31-58 
Ter 
10386388 
101280315 
20479- 
101075528 
s 
22307- 
12-31-78 100424605 
12-01-79 100198445 
6-30-80 100078855 
7858- 
1-80 10000000 


6.0 11-1-80 100.00000 # 
L5 
A Lt 119,4 


ing with the purchase price of the bond, 
104,007.26, and subtracting successively 
the appropriate sub-totals from the first 
tape, taking them to the nearest cent. The 
sub-total after each subtraction is a bond 
value at a coupon date. 

If the bond values from this tape are 
compared with those from a bond table 
for 4% bonds bought to yield 3.75%, it 
will be found that the maximum error oc- 
curs when the bond has 19 years to run, at 
which point the Payments Outstanding 
method shows a value of $103,408.86, com- 
pared with a correct value of $103,375.58, 
or $33.28 too large, an error of 0.03 per 
cent of the bond value. Later the error is in 
the opposite direction, but reaches a maxi- 
mum of only $20.26. 

If instead of amortization at coupon 
dates, we require it at closing dates, there 
would be no need for tapes 1(a) and (b), 
but we would make only tapes 1(c) and 
(d), based on the assumed closing date of 
December 31. 

Again for clarity in following the exam- 


ple, tape 1(c) has been keyed to the sym- 
bolical representation in (27c), which it 
follows exactly, except for the annual 
amortization amounts in place of semi- 
annual amounts. 

From 11-1-56, the last coupon date be- 
fore the first closing, to maturity 11-1-80 
is 24 years. Hence we build up 24 annual 
amortization amounts from the first clos- 
ing date. Since the last amount, 235.24694, 
is for a year ending 12-31-80, which is two 
months beyond maturity, it cannot be 
used directly, and we must de-annualize. 
This is done by subtracting J, and dividing 
by 2, which gives us the first half-year’s 
amortization for 1980, 


A >= A (2/3) = 116.86210. 


From this point, the steps follow (27c) 
exactly again. 

As indicated in (27c) and in the tape 
1(c) itself, three quantities cannot be used 
directly in an amortization schedule. The 
fractional period amortizations are en- 
tered at sight, or practically so, above the 
related quantities on the tape. 
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The successive bond values are shown on 
Tape 1(d). 


VIII 


As a second example, we take $100,000 
of Caloil 33s, maturing February 1, 1981, 
purchased November 20, 1956, at a cost of 
$96,046.81, exclusive of accrued interest. 
Coupon dates are February 1 and August 
1. Rounding up, we take 11-1-56 as the 
approximate purchase date, from which 
there are 48} half-year periods to ma- 


turity. The various symbols and their 
values are set out in Table 2. Note that » 
is now negative, and therefore discount. 

The steps in the solution parallel those 
in the first problem, with variations arising 
from the distinction between premium and 
discount, and from the slightly shorter 
term of the bonds. 

The approximate rate i, is found to be 
0186922 (the true yield is again .01875). 

This example is one in which the first 
closing date comes before the first coupon 


TABLE 2 
Discount BonD—ACCUMULATION BY PayMENTsS OUTSTANDING METHOD 


Problem 


Caloil $100,000 34s, maturing 2-1-81; purchased 11-20-56, cost $96,046.81 (excluding accrued interest) ; coupon 


dates, 2-1 and 8-1. Closing date, 12-31. 
P=price = 96,046.81 
M=maturity value = 100,000.00 


p=premium=P—M=— 3,953.19 (discount) 


n=number of periods = 48} 
¢=coupon rate=C/M = .0175 
C=coupon payments =1,750 


I=Cn—p=(1,750X48}) +3 ,953 .19=88,828.19 


Solution 


A. Rate of interest 3: 


Formula: i,= 


Numerator: J 
Denominator: 
ist term: Mn=100,000X48} 


I 
Mn+p 


= 88,828.19 


= 4,850,000 


1 49.5 
2nd term: —3,953.19 =— 97,841.45 
4, 752,158.55 .018 6922 
B. Payments Outstanding computations: 

n=483; f=11—20 to 2—1=}; k=12—31 to 2—1=}3; q=n—f{=48 
L=M(c—i,) =100,000(.0175— .0186922) =— 119.22 nJ =484J = —73.905 876 
F=Ln—p=—(119.22X484)+3,953.19 =—1,828.98 fJ=  .761 9163 

+1 48x49 

F — 1,828.98 
J= = =—1. 2 ~ = =— 1,015 8883 
1, 200.25 523 8325 (1—f+k)J 


1 
) +nf 


4J=— 6.095 3300 


L—Jn=A —119.22+-73 .905876= —45.314124 


C. Accumulation: 
At coupon dates: See tapes 2(a) and 2(b) 
At closing dates: See tapes 2(c) and 2(d) 
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Tap (*) 
they Bory) TSS 
Aatt) 45.31412 11-20-56 9604681 
76192 i 
= AGT 46076048 2- 1-57 96069478 
J L52383 i 
AGG 47,599878 8- 1-57 96,115.55 8: 
47.539987 2833 
152383 8- 1-58 96212278 
Bay) * Bi45 33 338 

4J 6.09533 8- 1-59 96, O98: 
Ba-s) = Bisa 102818908 84 
964240 s 

108914233 1150 
6.09533 $6539018 

6.09533 966601 
12720 | 
96.787318s 
3 
96520238 
206439518 
6.09535 89858881 s: 
2125348438 20034 
6.09533 
214630178 064 i 
6.09533 

224725508 2125 
6.09533 99.2081 
By) 230,82083 s 21863 
6.09533 hy 
2369161685 73 
152383- 8- 1-79 99.2 
235,392.33 23082 
Aw) 11769617 8- 1-80 99,882.30 8: 
152383 11770 } 
119,22000 # 2- #81100,000.00 #! 


date, illustrating equations (27a). The 
quantity fJ is included in the J-quantities, 
although no computation of fAm» is 
necessary for amortization at closing dates 
under Case 1. 

The quantity A and all J-quantities 
are now negative. This being so, we can 
forget about the signs for taping purposes, 
use straight positive addition, and call the 
negative amortization by its common 
name, “accumulation.” 

Before we start the tape for accumula- 
tion amounts at coupon dates, we note that 
there will be none in 1956, and that for 
1957, the first accumulation will be for the 
fractional period from purchase date to 
2-1-57, and the second will cover the cou- 
pon period ending 8-1-57; and that from 
8-1-57 to 2-1-81 is 234 years. For the tape 
we must build up 24 annual accumulation 
amounts, the last of which will have to be 
de-annualized. 

The start and finish of the tape of ac- 
cumulation amounts is shown as Tape 
2(a). It parallels Tape 1(a) exactly until 
we come to the end, where the 24th annual 


Tape 2(c) Tape 2(d) 

* 45822065 12-31-56 96081325. 

15358 
42-31-57 

£92333 12-31-58 96254348 

953 33 12-31-59 96533705 
96471158 

11£22332 5 
9 870s 

11933327 
4s 
12484326 
42 

2089792288 
98671528 


6.09 5. 
215074538 
988 9338 s 


20998 

99.0853 8 

99,.29845s 
Bik) Ba) 22117 
15233 
2348845 22727 

Aw 11744219 12-31-79 99,7468985 
(1- fe) J 1.01589 233.36 
7438) 12-31-80 99,98025s 
76192 2- 1-81 1 000: * 
119,220.06 ; 


AG) * 


accumulation amount, 236.91616, covers 
one period beyond maturity. We get the 
accumulation for the final period preceding 
maturity by subtracting J from 236.91616, 
and dividing by 2. We then get the quick 
proof figure by adding J to 117.69617, 
getting Ai»y=L=119.22 (disregarding 
negative signs). 

The errors in bond values in Tape 2(b) 
are about the same as those in Tape 1(b), 
but of opposite sign, reaching a maximum 
of $26.02 too low 18} years before ma- 
turity, or 0.03 per cent, and becoming 
$22.98 too high later. If we had rounded 
down, the maximum undervaluation would 
have been about $4.70 greater, while the 
subsequent overvaluation would have been 
about $1.50 less. 

Tape 2(c) shows accumulation amounts 
for a December 31 closing, and again fol- 
lows equations (27a). From 2-1-57 to 
2-1-81 is 24 years, and we build up 24 
annual accumulation amounts from 12-31 
-56 to 12-31-80. We de-annualize by 
adding J to the last annual amount, and 
dividing by 2, getting 117.44219 as an ac- 
cumulation amount for the second half of 
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1980; to which we add (i—f+s)J=}#J 
= 1.01589, getting Ay1)=118.45808. To 
this last amount we add fJ=.76192, and 
get 119.22=L as our quick check figure. 

The two fractional period accumulations 
are entered at sight above the related 
whole period amounts. 

The accumulation of bond values is 
shown in Tape 2(d). 


IX 


Without going into the computations, 
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we mention briefly a $50,000 U. S. Treas. 
ury 24% bond, purchased for $44,484.38, 
16 years before maturity (earlier optional 
date disregarded, because of purchase at a 
discount). By the Payments Outstanding 
method for accumulation at coupon dates 
herein described, the maximum error in 
bond values is $14.57 under the theoreti- 
cally correct value, or 0.03 per cent, witha 
later error of $11.09 over the correct value, 
These negligible errors contrast with a 
maximum overvaluation by the Pro-Rata 
method of nearly $370, or 0.7 per cent. 
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HE Committee on Professional Ed- 

ucation in Accounting has been con- 

sidering, for the past two years, the 
general area of educational preparation for 
a career in accounting. More specifically, it 
has primarily concerned itself with the ed- 
ucation of accountants at the collegiate or 
university level. 

The committee believes that its primary 
problem was to establish a concept of pro- 
fessional education for a career in account- 
ing. A clear understanding of the nature of 
professional education in accounting is a 
necessity prior to embarking upon con- 
sideration of the means by which prepara- 
tion for an accounting career might best be 
accomplished. Therefore, the nature of 
professional education in accounting and 
the objectives which a program of profes- 
sional education should achieve a.e dis- 
cussed first. The committee also concerned 
itself with possible avenues of implementa- 
tion of a professional educational program. 
However, the problem of implementation 
was considered to be secondary to that of 
establishing a basic educational concept. 

This report is a summary of the com- 
mittee’s discussions and deliberations con- 
cerning the nature, objectives, and imple- 
mentation of professional education in ac- 
counting. Early in its discussion the 
committee concluded that today an ac- 
countant must have a broad cultural back- 
ground as a part of his preparation for a 
professional career in public accounting, 
industrial accounting, governmental ac- 
counting, or the teaching of accounting. 
We also concluded early that basically the 
same educational preparation is necessary 
for a professional career in any of these four 
areas of accounting; that is, the similarities 
of educational preparation for careers in 
alternative phases of accounting are far 
more significant than the differences. 


REPORT OF COMMITTEE ON PROFESSIONAL 
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THE NATURE OF PROFESSIONAL 
EDUCATION IN ACCOUNTING 


The education of accountants can be 
considered to include all undergraduate 
collegiate education in preparation for 
practice as accountants in industry, gov- 
ernmental or institutional service, public 
accounting, or teaching. In addition, the 
education of accountants can include vari- 
ous kinds of post-graduate training, such 
as formalized academic graduate work, re- 
fresher courses and conferences, short 
courses in report writing, legal responsi- 
bility, and the like, company training 
schools, executive development programs 
and seminars. Any or all of these educa- 
tional programs can be included in a con- 
cept of professional education in account- 
ing. Recent published studies in the area 
of professional education have, however, 
been primarily concerned with advanced 
accounting and business studies of a college 
student, either at the undergraduate or 
graduate level. 

We feel that for the present the term 
professional in connection with an educa- 
tional program should properly be used to 
describe primarily the approach to and the 
quality of the educational program and 
secondarily the level at which the program 
is offered or the mechanism under which 
the program is administered. Therefore, 
professional can apply to any of the educa- 
tional programs listed above, depending 
upon the quality of the program and the 
manner in which it is presented. We rec- 
ognize that some existing collegiate grad- 
uate programs, as well as some continuing 
(post-graduate) educational programs, may 
fall within the concept of professional edu- 
cation outlined. However, we are not at 
present primarily concerned with this area, 
nor do we feel that professional education 
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in accounting is limited to programs be- 
yond the baccalaureate degree. 

The committee believes that a further 
delineation of the concept of professional 
education is advisable, and for purposes of 
this report, we assume that professional 
education in accounting shall encompass 
all collegiate education for an accounting 
career, including: 

1) liberal, cultural, and non-business 

collegiate study 

2) basic education in accounting, busi- 

ness, and related fields 

3) advanced study in accounting, busi- 

ness, and related fields. 

The first two of these areas are included 
in our concept of professional education 
since they are vital to the over-all educa- 
tional objectives of a professional accoun- 
tant. We recognize that in these areas the 
professional aspects of the educational 
program are somewhat limited. However, 
the quality and level of study expected in 
the advanced study of accounting, busi- 
ness, and related fields will depend to some 
extent upon the quality and strength of 
the basic cultural and business study. 

The primary impact of the professional 
education program lies in the area of ad- 
vanced study of accounting, business, and 
related fields. The collegiate educational 
program in this area achieves increased 
professional flavor through optimum utili- 
zation of teachers who are soundly pre- 
pared in accounting theory via research 
graduate programs, who possess proven 
teaching ability, and who additionally have 
obtained practical experience in fiscal or 
business work. Course content would not 
be limited to textbook materials, but would 
draw heavily upon materials and experi- 
ences from actual practice. Problems, dis- 
cussions, and cases would require the stu- 
dent to make decisions and to be able to 
justify the decisions made. In the profes- 
sional program teachers would also utilize 
current accounting literature in their 


course, interrelate accounting with associ- 
ated business fields wherever possible, 
and require students to develop written 
and oral communicative skills through 
their course requirements. The quality of 
the educational program would depend 
largely upon the proper blending of these 
qualifications and approaches to the sub- 
ject matter. 

We believe that a substantial amount of 
high quality professional education exists 
in a large number of present undergraduate 
accounting programs. However, many ex- 
isting educational programs could achieve 
additionalprofessional flavorthroughmodi- 
fications and revisions in existing proce- 
dures and techniques. 


OBJECTIVE OF PROFESSIONAL EDUCATION 
IN ACCOUNTING 


The Report of Standards Rating Com- 
mittee of the American Accounting Associ- 
ation’ contained the following statement on 
objectives of the education of the account- 
ant: “Three ultimate objectives of educa- 
tion for professional accounting are rec- 
ogized. They are (a) Educating the Citizen, 
(b) Education in Business, and (c) Educa- 
tion in Accounting.” 

The present committee has reviewed this 
earlier statement of objectives and the 
general allocation of hours suggested for 
college work in the light of present de- 
mands upon accountants and in the light 
of recent criticisms of accounting educa- 
tion. We support these provisions of the 
Report of Standards Rating Committee as 
being basically sound, although we rec- 
ognize that differences of emphasis require 
some flexibility in the over-all program. 

A program of professional education in 
accounting should provide the student 
with the foundation upon which he may 
base advancement in his profession, ad- 
vancement eventually into positions of 


1 Te AccounTinc Review, January 1954, p. 39. 
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leadership and responsibility. The educa- 
tional program should provide the student 
with the tools and skills necessary to rec- 
ognize problems and to devise workable 
solutions or recommended actions. Tech- 
nical skills alone will likely produce too 
narrow a foundation, one which cannot 
support the growth and development ex- 
pected. Likewise, over-emphasis on non- 
technical areas is likely to leave the grad- 
uate relatively unprepared to recognize 
his problems or to devise actions leading to 
their solution. 

A program of professional education 
should provide the student with the 
theoretical background necessary to proper 
interpretation of practical problems. In 
addition, the program should embody 
materials from actual experience to ac- 
quaint the student with some possible 
early practical applications. Such a pro- 
gram not only will enhance productivity on 
early job assignment, but also will facili- 
tate rapid advancement to responsible 
positions. 

The professional program must acquaint 
the student with the professional status he 
will assume in his chosen area of account- 
ing practice. The program must also pro- 
vide the student with an awareness of the 
ethical and social responsibilities which 
are expected in the economic and business 
environment in which he will be serving. 

The committee believes these objectives 
are applicable alike to preparation for all 
careers in accounting: public, industrial, 
governmental, or teaching.” 


IMPLEMENTATION OF PROFESSIONAL 
EDUCATION IN ACCOUNTING 


The Report of Standards Rating Com- 
mittee*® presented an over-all pattern for a 
four-year collegiate education in account- 


The committee recognizes that a 
the teaching phase of accounting woul 

gram of research at the graduate level upon a on 
fessional preparation. 

* Loc. cit., pp. 42-43. 
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ing. The Report recommended a division 
of the undergraduate program into the 
following broad areas: 50% liberal, cul- 
tural and general non-business studies; 
25%, general business studies; 25% ac- 
counting studies. The broad outlines of this 
pattern appear to be soundly based. Con- 
tinued efforts should be made to determine 
which areas of liberal, cultural, and non- 
business studies are most advantageous to 
success in a professional career in account- 
ing. Attempts should be made to induce 
those departments administering the nat- 
ural sciences, the humanities, and the social 
sciences to develop courses of particular 
benefit to individuals preparing for careers 
in business and in accounting. 

In a like manner, the areas of general 
business studies may require some modifi- 
cation to provide the accountant with a 
proper framework of business knowledge. 
The fundamental areas of interest— 
marketing, finance, managerial organiza- 
tion, business law, statistics—remain ap- 
propriate. The accounting student, how- 
ever, should be provided with the opportu- 
nity to relate these areas to his primary in- 
terest in accounting, to visualize the service 
accounting can render in each area and the 
limitations of such service, and to be im- 
pressed with the diverse considerations 
bearing upon business decisions. 

As a minimum the accounting major 
should have sound technical preparation in 
the following aspects of accounting: in 
principles, in financial theory and prob- 
lems, in manufacturing and production 
costs, in income taxation, in the design and 
construction of accounting systems, and in 
the auditing of financial records. Addi- 
tional limited technical preparation may 
be elected in more specialized areas. 

The major objective of technical ac- 
counting coverage in a professional pro- 
gram should be to provide the graduate 
with the foundation to recognize, interpret, 
and analyze the complex and specialized 
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problems to be faced in his future career. 
The number of hours and number of 
courses required to provide this foundation 
may vary to some extent, depending upon 
specific course content. For the present, 
approximately 25% of the college work 
should be sufficient to develop the neces- 
sary foundation in accounting. The com- 
mittee wishes to affirm its conviction that 
basically the same technical coverage is 
needed as a preparation for various careers 
in accounting—public, industrial, govern- 
mental, and teaching. 

While existing courses may appear to 
cover the above fields the committee be- 
lieves that revisions and modifications in 
specific courses in existing programs—both 
as to material covered and manner of pre- 
sentation—may be necessary to accomplish 
with maximum effectiveness the desired 
level of technical background. A profes- 
sional program should place emphasis on 
the “whys” in the technical areas, as well 
as on the “hows.” The technical founda- 
tion should merge the theory with the 
practice so that the student may visualize 
how various technical problems, in addi- 
tion to the specific ones worked in the class- 
room, may be attacked and solved. 

We believe that the over-all objectives of 
a professional education program in ac- 
counting may best be accomplished by in- 
terweaving the liberal, cultural, and non- 
business areas, the general business studies, 
and the technical accounting studies. Such 
an integrated approach should enable the 
student to visualize some of the various 
forces acting upon problems and decisions 
with which a professional accountant is 
faced. 

The over-all program of professional ed- 
‘ ucation in accounting may be accomplished 
within the framework of existing schools of 
business or within the framework of pro- 
fessional schools of accountancy. The com- 
mittee feels that at the present time the 
administrative framework is of less sig- 


nificance to the accomplishment of the ob- 
jectives of a professional education pro. 
gram than is a clear understanding of the 
basic concept of professional education, 
However, the establishment of separate 
professional schools would accelerate rec- 
ognition by non-accountants of the profes- 
sional nature of accounting training and 
services. 

The over-all collegiate program of profes- 
sional education envisioned by the com- 
mittee may be accomplished within a four 
to six year time period. Four-year pro- 
grams presently offered by some depart- 
ments of accountancy may be accomplish- 
ing substantially a high level of profes- 
sional education. Other four-year programs 
may require only minor modifications and 
revisions to attain the objectives desired. 
Recently inaugurated five-year programs 
may also be accomplishing the desired ob- 
jectives. In addition, programs recently in- 
troduced at some universities for students 
having three or four years of liberal arts ed- 
ucation and which enable the student to 
obtain the necessary technical accounting 
and business background in an additional 
two or three years may accomplish the 
same objectives. 

Many students today would find it 
highly desirable to go beyond the usual 120 
semester-hour bachelor degree require- 
ment. While a five-year program does not 
presently appear necessary to accomplish a 
desirable level of professional education, an 
evolution of four-year programs into five- 
year programs appears likely. As the scope 
and complexity of accountants’ services in- 
crease and as the demands made upon ac- 
countants become more varied, adequate 
collegiate training of accountants may be 
impossible to accomplish in less than five 
years. As with the administrative frame- 
work of the program, we feel that the num- 
ber of years in the program does not 
guarantee its quality nor assure attain- 
ment of the objectives desired. 
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Accounting education is clearly in a 
transitional phase. The professional pro- 
gram envisioned by the committee in this 
report—the concepts, objectives, and im- 
plementation mechanisms—may well re- 
quire modification as conditions change. In 
fact, the committee recognizes a necessity 
for serious continuing consideration of the 
various features of the professional pro- 
gram. Thus, the curriculum, form, and con- 
tent of the professional program, as well 
as its administrative structure, warrant 
future study. 


ACCREDITATION 


Throughout its discussions the commit- 
tee noted the need for continuing emphasis 
on improvement in the quality of the ed- 
ucational program in accounting. We also 
recognize that an increasing number of 
colleges and universities are offering pro- 
grams leading to degrees in accountancy. 
Obviously, the existence of a program in 
accountancy does not assure its attain- 
ment of the objectives of a professional ed- 
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ucation program contemplated by the com- 
mittee. 

We believe that some kind of advisory 
accreditation committee could provide the 
necessary stimulus for improvement in 
existing programs. Such a committee could 
be persuasive in nature and would have to 
recognize the several possible sound ap- 
proaches to achievement of the goals antic- 
ipated. 

The area of accreditation involves many 
complex problems, and the present com- 
mittee feels that these problems are beyond 
the scope of their assignment. We do feel, 
however, that the area should be studied in 
the future to determine the feasibility of an 
effective accreditation group for a profes- 
sional educational program in accounting. 


HERBERT HEATON 

Leo HERBERT 

WALTER G. KELL 

GEORGE S. WARNER 
T. ZLATKOVICH 
Artuur R. Wyatt, Chairman 
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PROFESSIONAL EDUCATION IN ACCOUNTING* 


ARTHUR R. WYATT 
Associate Professor, University of Illinois 


URING the past two years it has been 
my privilege to serve on the Associ- 
ation’s Task Committee on Profes- 

sional Education. In our meetings over this 
period we have discussed many facets of 
the accounting education area. While we 
were faced with many problems, one of the 
problems was not a lack of recent sugges- 
tions, proposals, criticisms, and pet ideas 
relating to accounting education. In fact, 
accounting education seems to be one topic 
on which many accountants and account- 
ing educators are expert. Each of you, no 
doubt, has presently certain ideas relating 
to our educational problems and how they 
might best be solved. Recognizing this, I 
hope you will not expect to hear from me 
this morning an endorsement of your par- 
ticular pet ideas or proposals. Rather, I 
suspect that you will hear some ideas which 
you will recognize as inferior to your own. 
Likewise, I hope that when your Com- 
mittee’s report is completed later this year 
that you will not expect it to solve all of our 
mutual educational problems. I hope you 
will expect it to clarify some of the issues 
and to present some sound proposals upon 
which further discussions and progress may 
be based. 

At this point it might be well for me to 
clarify any implication that my remarks 
will be in the nature of an official report of 
the Task Committee on Professional Ed- 
ucation. While a tentative report has been 
drafted, and while the committee members 
are in agreement on important aspects of 
the report, we are not yet prepared to de- 
liver a final report. My remarks will in- 
clude some comments on what the Com- 


* This paper was presented at the Annual Meeting of 
the Association at Syracuse University, August 26, 
1958. 
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mittee has been doing and will also include 
some of the material included in our draft 
report. However, the views to be expressed 
must at this time be accepted as my per- 
sonal views. I hope that any relationship 
between these views and those of my fellow 
committee members is, however, more than 
coincidental. 

I would like to center attention on three 
main areas bearing upon professional ed- 
ucation in accounting: 

1. The nature of professional education 

2. The objectives of professional educa- 

tion 

3. The implementation of professional 

education. 

My observation is that many of the re- 
cent published studies and suggestions for 
modification of accounting education fail 
to recognize these three distinct areas, and, 
additionally, fail to recognize the need of 
giving serious thought to each area in the 
order listed. Too much emphasis has been 
placed upon the cure—a mechanism to 
solve our alleged shortcomings—and too 
little emphasis has been placed on the di- 
agnosis—a careful analysis of our educa- 
tional concepts and objectives. Most of the 
recent articles and discussions propose as 
cures new administrative frameworks, 
within which accounting education would 
proceed, and/or recommendations to ex- 
tend the formal educational time period. 
Many of these same articles fail to give 
adequate attention to an analysis of our 
educational concepts and objectives; they 
assume that weaknesses exist and devote 
their attention to the means of curing the 
weaknesses. Maybe a little more thought 
should be given to the diagnosis of our ail- 
ments. The suitable cure may then become 
more readily apparent. 
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THE NATURE OF PROFESSIONAL EDUCATION 


“Professional education” is not a new 
term to describe an educational program. 
Historically, it has been used to differen- 
tiate the educational programs in prepara- 
tion for careers in the professions of law 
and medicine from the ‘‘general education”’ 
programs which students not planning to 
enter one of these professions might follow. 
Also, historically, the professional pro- 
grams in law and medicine have been 
superimposed upon a two to four year 
“pre-professional” education program at 
the college level. The so-called ‘“profes- 
sional” work has been administered by a 
separate school or college, one organiza- 
tionally independent of the unit adminis- 
tering the pre-professional work. 

The term ‘professional education” in 
connection with accounting education has 
achieved prominence only recently. Prob- 
ably the greatest impetus to its use was 
provided by the Report of the Commission 
on Standards of Education and Experience 
for Certified Public Accountants, pub- 
lished in 1956. Since then numerous discus- 
sions, seminars, papers, and talks have 
dealt with certain aspects of professional 
education in accounting. For the most part, 
those most recently concerned about pro- 
fessional education in accounting have 
borrowed from law and medicine both the 
term, “‘professional education” and the 
concepts which this term has had in those 
professions. But is it essential, or even de- 
sirable, for professional education in ac- 
counting to embody the same, or even 
similar, concepts as professional education 
in law and medicine? 

Without going into a complete discus- 
sion of the similarities and differences in 
education for a career in accounting as 
compared with education for a career in 
law or medicine, it seems appropriate to 
emphasize a few characteristics of ac- 
counting which suggest that separate con- 
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cept of professional education may be suit- 
able for accounting. First, the study of 
accounting requires a student to take 
several courses in sequence before he can 
take very many courses in accounting con- 
currently. It is necessary to begin with 
fundamentals and then to proceed to 
broaden one’s knowledge of the subject 
through a series of courses until the student 
finally reaches the point where his back- 
ground is sufficient to study several re- 
lated areas simultaneously. A similar se- 
quential progression of courses is not re- 
quired to such a degree in other profes- 
sions. 

In addition, we must recognize that 
students in other fields of business ad- 
ministration must obtain a knowledge of 
accounting before they are able to com- 
prehend adequately the significance of the 
material covered in their various fields of 
interest. Thus, accounting is properly a 
prerequisite for the study of business 
administration in areas other than ac- 
counting. Education for professions other 
than accounting does not serve similarly as 
a prerequisite for a related field of study. 

With these characteristics of accounting 
education in mind we can now consider 
what is embraced by the phrase “profes- 
sional education of accountants.” The 
phrase may be limited to those educational 
programs at an advanced collegiate level 
which would be superimposed upon a two- 
to-four year “pre-professional” program, 
as is the situation in law and medicine. Or, 
the phrase may be broad enough to in- 
clude all educational preparation for ac- 
countants, collegiate and non-collegiate, 
night school and trade school, refresher and 
short courses. Certainly, the current 
AICPA courses in report writing and in 
professional ethics would be considered by 
many to fall within a professional educa- 
tion classification. In addition to these 
two extreme concepts of professional ed- 
ucation others would use the term to de- 
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scribe only certain phases of accounting 
education. 

Thus, your committee was faced initially 
with a problem in terminology. Some in- 
dividuals who had written in this area and 
who presented suggestions for “profes- 
sionalizing’”’ accounting education had at- 
tached the word “professional” to their 
suggestions. The implication was, of 
course, that the programs for which the 
modifications were suggested were not 
quite professional in nature, but that such 
stature could be achieved by adopting the 
suggested changes. On the other hand, the 
word “professional” has not been used ex- 
tensively to describe existing programs. 
While one would be extremely naive to ex- 
pect that a mere change in description of 
an existing program would in fact render 
it professional, it is entirely possible that 
many existing collegiate programs in ac- 
counting are in fact professional even 
though they have not been so described as 
a general rule. 

The word “professional” is too good a 
descriptive word to permit it to be used in 
any but the best possible manner to de- 
scribe a given educational program. To me, 
it would seem that professional education 
in accounting should encompass all col- 
legiate educational preparation for an ac- 
counting career, including: 

1) Liberal, cultural, and non-business 

collegiate study 

2) Basic education in accounting, busi- 

ness, and related fields 

3) Advanced study in accounting, busi- 

ness, and related fields. 

The first two of these areas belong within 
the confines of professional education in 
accounting since they are vital to the over- 
all educational objectives of a professional 
accountant. Certainly the quality and level 
of study expected in the advanced study of 
accounting, and related fields depends to 
some extent upon the quality and strength 
of the basic business and cultural study. 


Even so, the primary impact of the pro- 
fessional education program lies in the 
area of advanced study of accounting, busi- 
ness, and related fields. The professional 
flavor of this area of the collegiate educa- 
tional program is achieved in several ways: 

1) Increasing utilization of teachers 
who are soundly prepared in accounting 
theory via research graduate programs, 
who possess proven teaching ability, and 
who additionally have obtained practical 
experience in the business world. 

2) Increasing utilization of problem 
materials and experiences drawn from 
actualaccounting and business practice. Ad- 
vanced instruction in accounting need not 
rely almost wholly on the problem-solution 
type approach so common today. Prepara- 
tion for the CPA examination need not be 
the sole, nor even the most important, goal 
of professional education in accounting. 

3) Increasing utilization of non-text book 
materials drawn from the vast current 
literature which has developed in account- 
ing and related fields. 

4) Increasing utilization of problem and 
discussion materials which will interrelate 
accounting and associated business fields 
wherever possible and which will require 
students to make decisions among alter- 
natives and to develop written and oral 
communicative skills necessary to convey 
effectively their decisions. 

The quality of the professional program 
would depend largely upon the proper 
blending of these qualifications and teach- 
ing approaches to the subject matter. Pro- 
fessional education in accounting, then, in- 
volves a well-rounded collegiate program 
utilizing problem materials drawn from 
practice and from the current literature, 
with instruction in the hands of a faculty 
which is well grounded both in theory and 
in practical experience. 

A professional program in accounting 
which embodied these approaches and 
methods would provide the educational 
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foundation necessary for a professional 
career in any area of accounting—public 
accounting, industrial accounting, govern- 
mental accounting, or the teaching of ac- 
counting. In fact, an analysis of the variety 
of responsibilities which an individual may 
face in any of the four areas of accounting 
mentioned leads one to conclude that the 
educational preparation for all four areas 
should be basically the same; that is, the 
similarities of educational preparation for 
careers in alternative phases of accounting 
are far more significant than the differ- 
ences. 


THE OBJECTIVES OF PROFESSIONAL 
EDUCATION 


Now, let us turn our attention briefly to 
the objectives of professional education in 
accounting. The Report of the Standards 
Rating Committee of the American Ac- 
counting Association,' published in 1954, 
contained the following statement on ob- 
jectives of the education of the accountant: 
“Three ultimate objectives of education 
for professional accounting are recognized. 
They are (a) Educating the Citizen, (b) 
Education in Business, and (c) Education 
in Accounting.” These broad objectives 
are certainly no less applicable today than 
they were in 1954. 

A program of professional education in 
accounting should provide the student 
with the foundation upon which he may 
base advancement in his profession, ad- 
vancement eventually into positions of 
leadership and responsibility. The educa- 
tional program should provide the stu- 
dent with the tools and skills necessary to 
recognize problems and to devise workable 
solutions or recommended actions. If the 
program is too largely limited to the devel- 
opment of technical skills, the foundation 
provided will be too narrow to support the 


‘American Accounting Association, “Report of 
Standards Rating Committee,” Tae AccountING RE- 
VIEW, January 1954, pp. 38-44. 
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growth and development expected. Like- 
wise, if the program is too largely depend- 
ent upon non-technical areas, the founda- 
tion provided will not be solid enough to 
enable the student to recognize his prob- 
lems nor to devise actions leading to their 
solution. 

A program of professional education 
should provide the student with the theo- 
retical background necessary to proper in- 
terpretation of practical problems. In 
addition, the program should embody 
materials from actual practice to acquaint 
the student with some possible early ap- 
plications. Such a program will not only 
enhance productivity on early job assign- 
ments, but also will facilitate rapid ad- 
vancement to responsible positions. 

The professional program must also ac- 
quaint the student with the professional 
status he will assume in his chosen area 
of accounting practice, including an aware- 
ness of the ethical and social responsibil- 
ities which are expected in the economic 
and business environment which he will be 
serving. The professional program should 
stimulate the student’s interest in the 
various fields of accounting and should 
impress upon him the limitations of the 
knowledge he will obtain in his collegiate 
work and the necessity for continued ed- 
ucation on an individual basis upon leav- 
ing college. It would seem that all of these 
objectives are applicable alike to prepara- 
tion for all careers in accounting: public, 
industrial, governmental, or teaching. 


THE IMPLEMENTATION OF PRO- 
FESSIONAL EDUCATION 


While many people interested in ac- 
counting education would probably agree, 
in substance, with much of the foregoing 
discussion, when we turn to the problem of 
implementation of the professional educa- 
tion program we run into numerous differ- 
ences of opinion. Current discussions center 
around three main problems: (1) what the 
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curriculum should include and how it 
should be organized, (2) how long the pro- 
gram should take to accomplish the stated 
objectives, and (3) how the program might 
best be administered. 

The previously mentioned report of 
the Standards Rating Committee recom- 
mended a division of the four-year col- 
legiate program into the following broad 
areas: cultural, liberal, and general non- 
business studies, 50%; general business 
studies, 25%; accounting studies, 25%. 
Without going into specific accounting 
courses which a professional program 
should include, it would seem that the 
approximately thirty semester hours of ac- 
counting which this allocation would pro- 
vide should be sufficient to accomplish the 
technical objectives previously described. 

This conclusion does not presume that 
the thirty hours would necessarily be 
allocated to the course areas frequently 
used at present, i.e., six hours for elemen- 
tary, six for intermediate, three for cost 
accounting, etc. Rather, this conclusion 
presumes that revisions and modifications 
of existing courses will be necessary to ac- 
complish with maximum effectiveness the 
desired level of technical background. The 
professional program should place empha- 
sis on the “whys” in the technical areas, as 
well as on the “hows.” The professional- 
izing of the technical area should not imply 
merely adding new technical courses on 
top of those now being presented. It should 
imply a close study of existing courses to 
eliminate traditional areas which are pres- 
ently obsolete and to add current material 
more representative of present-day prob- 
lems. 

We should emphasize that thirty hours 
of accounting work will not be sufficient 
time to produce a completely trained tech- 
nician. However, thirty hours of account- 
ing work should be sufficient to provide the 
graduate with the foundation to recognize, 
interpret, and analyze the complex and 
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specialized problems to be faced in his fy. 
ture career. This should be the goal of the 
professional program. 

A corollary problem involves the manner 
in which the curriculum should be organ. 
ized. One point of view holds that the ed- 
ucational preparation for the accountant 
should be similar to that for a lawyer ora 
doctor. That is, the first two or three years 
of college work should be devoted to lib- 
eral, cultural, and non-business areas. The 
following two or three years would then be 
devoted to the general business and tech- 
nical or professional courses. Another 
point of view holds that the educational 
objectives may best be accomplished by 
interweaving the liberal, cultural and non- 
business areas, the general business studies, 
and the technical accounting studies. 

Considerable merit appears to lie in this 
latter approach. There seems to be little 
reason to withhold a potential accountant 
from all technical preparation until he has 
had two or three years of college work. 
Likewise, the compartmentalization of 
academic work appears to be basically un- 
sound in preparation for an accounting 
career. Through the integrated approach 
the student should be able to visualize 
some of the various forces acting upon 
problems and decisions with which a pro- 
fessional accountant is faced. Likewise, 
through the integrated approach the stu- 
dent will be exposed to some of the liberal 
and cultural areas after he has had some 
technical course work. The inter-relation- 
ships which may be developed through the 
integrated approach appear to be more 
advantageous than the benefits to be de- 
rived from compartmentalization of the 
various phases of the educational program. 

On this point some comments made by 
Dr. Earl J. McGrath in a talk before the 
AICPA annual meeting in New Orleans 
last October are appropriate. He cited re- 
cent developments in the medical curric- 
ulum at Johns Hopkins University, where 


a parti: 
subject 
js cont 
ical st 
and se 
subjec 
psyche 
were 
medic 
result 
movin 
ratist 
and t 
creasi 
ucatic 
stud 
tode 
separ 
Th 
Splish 
of th 
subje 
are 
acco 
norm 
year 
prog 
evid 
f can 
evid 
four 
; man 
of 
tren 
uat 
und 
ma 
se 
pro 
five 
cor 
m 


Professional Education in Accounting 


apartial reunion of liberal arts and medical 
subjects in a single integrated curriculum 
iscontemplated. The thinking is that med- 
ical students would place a higher value on, 
and see more meaning in, instruction in 
subjects such as philosophy, history, 
psychology, and foreign languages if these 
were studied concurrently with the related 
medical subjects. This integration would 
result in one of the leading medical schools 
moving away from the long-honored sepa- 
ratist philosophy of pre-professional work, 
and thereby give recognition to the in- 
creasing need for an integrated broad ed- 
ucation. We in accounting might do well to 
study carefully our educational objectives 
to determine if a move in the direction of 
separate professional schools is advisable. 
The length of time necessary to accom- 
plish the previously mentioned objectives 
of the professional program remains the 
subject of considerable discussion. There 
are many practical problems to be faced if 
accounting education is to shift from the 
normal four year program to a five or six 
year program. But, disregarding these 
problems, the shift to a five or six year 
program should be made when convincing 
evidence exists that the four year program 
cannot accomplish the objectives satis- 
factorily. At the present time little such 
evidence exists. Many people think that 
four years is not enough. However, de- 
mands for graduates from four year pro- 
grams which are accomplishing a high level 
of professional education remain ex- 
tremely strong. Furthermore, recent grad- 
uates appear to be able to progress without 
undue delay in most areas of accounting. 
Without attempting to predict what 
may occur in the future, the increasing 
scope and complexity of accountants’ 
services may make it impossible to provide 
proper professional education in less than 
five years. At such future time, if such a 
condition does materialize, careful thought 
must be given to the entire educational 
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program. A fifth year, or a five year pro- 
gram, which contributes little more than 
another year of maturity to the student is 
not the answer to our educational prob- 
lems. An effective five year program would 
do more than merely add one year to an 
existing four year program. The fifth year, 
and the four years preceding it, all would 
need to be planned carefully to satisfy the 
educational objectives desired. Thus, care- 
ful study should precede the adoption of a 
five year program so that the resulting pro- 
gram will be well integrated throughout 
the five years. 

Finally, we come to the problem of the 
administrative framework within which a 
professional program might best be accom- 
plished. Recent discussions and articles in 
the area of educational preparation for an 
accounting career have proposed or favored 
the establishment of professional schools of 
accounting. These professional schools 
would presumably be somewhat similar to 
existing law schools and medical schools. 
At least they would be administrative 
units separate from existing colleges of 
business administration. Such schools 
would presumably administer the technical 
areas of the educational program, and, 
most likely, would be superimposed upon 
a two or three year pre-professional col- 
legiate background. 

While I do not question that such an ad- 
ministrative arrangement could accom- 
plish the objectives of a professional educa- 
tion program—even the objectives dis- 
cussed earlier—I do question the necessity 
for such an administrative arrangement to 
accomplish these objectives. Further, and 
more basic, I feel we should question 
seriously the advisability of moving in this 
direction. Such an administrative device 
seems particularly ill-advised if one ac- 
cepts the concept of professional educa- 
tion previously discussed. This concept 
would seem to indicate the advisability of 
the student gaining all his education in an 
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integrated manner through one adminis- 
trative unit. Existing schools of business 
administration may well be able to accom- 
plish—indeed, they are presently accom- 
plishing in many instances—a desirable 
level of professional education in account- 
ing. 

There is little doubt that the establish- 
ment of separate professional schools 
would accelerate recognition by non-ac- 
countants of the professional nature of ac- 
counting training and services. On the 
other hand, we should not assume that the 
mere existence of separate professional 
schools will assure acomplishment of our 
educational objectives. As with the five 
year program proposed by some, a change 
to a separate professional school should be 
undertaken only after convincing evidence 
exists that present schools of business ad- 
ministration will not enable us to fulfill our 
desired objectives. 


PROFESSIONAL EDUCATION: PRESENT 
AND FUTURE 


The concept of professional education 
and the objectives of a professional educa- 
tion program which have been outlined do 
not strike me as being much at variance 
with the type of educational program 
which many departments of accountancy 
are presently providing. However, recent 
discussions and articles dealing with pro- 
fessional education in accounting attempt 
to tie the “professionalization”’ of the pro- 
gram to either a fifth year or to a separate 
school of accounting proposal. The implica- 
tion which remains, whether stated or not, 
is that present education in accounting is 
not professional and that it cannot become 
professional until the suggested proposal is 
adopted. 

This is an extremely unfortunate im- 
plication. I would submit that a substantial 
amount of high quality professional educa- 
tion exists in many present undergraduate 


programs. I would also submit that addi- 
tional professional flavor in some existj 
programs could be achieved through rela. 
tively minor modifications and revisions in 
existing procedures and techniques. 

What about the future? Attempting to 
predict a future educational pattern is at 
best a perilous task. However, as leading 
departments develop increasingly stronger 
professional programs, they will develop, 
in addition, improved graduate, or fifth 
year, programs. Experience with these 
programs will indicate the necessity or de- 
sirability of requiring such a fifth year as 
standard preparation for a professional ac- 
countant. Likewise, some colleges and uni- 
versities will establish schools of accoun- 
tancy, either as a part of or separate from 
existing colleges of business administra- 
tion, as local conditions indicate a favora- 
ble atmosphere for such a development. 
Experience with the school framework will 
indicate, to some degree, the desirability 
of general development in this direction. 
Future growth and expansion of the pro- 
fession may indicate the desirability for 
the educational program to grow in either 
or both of these directions. Certainly, both 
the five-year program and the professional 
school hold promise as possible avenues of 
future development in professional educa- 
tion. 

We must recognize, however, that pro- 
fessional education in accounting cannot 
be achieved by the relatively simple de- 
vices of adding a year to existing programs 
nor by changing the administrative frame- 
work. Professional education in accounting 
is achieved when the educational program 
successfully fulfills the various objectives 
in preparing the student for a career in ac- 
counting. Continuing study of techniques 
and procedures employed in relation to the 
objectives desired is necessary if a program 
is to continue to merit classification as a 
professional program. 
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REPORT OF COMMITTEE ON MANAGE- 


MENT ACCOUNTING 


PREFATORY NOTE 


n January, 1957 the Executive Com- 

mittee of the American Accounting 

Association appointed the first com- 
mittee on management accounting; the 
primary charge being “‘to clarify just what 
is meant by the term management ac- 
counting.” In November, 1957 the com- 
mittee submitted a ‘“Tentative Statement 
on Management Accounting and Related 
Educational Aspects.”” The Executive 
Committee continued the committee, with 
some change in membership, through 
1958. The 1958 committee has drawn from 
the work of the predecessor committee and 
from its own deliberations to formulate 
this statement. 

The purpose of this statement is to 
identify the nature, significance, and re- 
lated applications implied by the com- 
monly used term management accounting, 
and to note some of the related educa- 
tional implications that should develop as 
a consequence. This statement does not 
deal with generally accepted concepts and 
standards of financial reporting. 

Management accounting is considered 
only in terms of its broad aspects. No de- 
scription is given of the mechanics of spe- 
cific procedures or tools that are used in 
management accounting. It is hoped that 
this statement will advance the following 


objectives: 


{1) To suggest the nature of accounting data 
and procedures which have particular sig- 
nificance for managerial planning and con- 
trol. 

\(2) To emphasize the need for flexibility 
throughout the accounting process in rec- 
ognition of the significance of intended use. 


(3) To call attention to an aspect of the field - 


of accounting that generally has been 
given inadequate attention by public ac- 
countants, industrial accountants, and in- 
structors of accounting in the classroom. 
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(4) To stimulate further research, study, and 
discussion of the nature and significance of 
management accounting. 

(5) To stimulate further study and discussion 
of the type of accounting information 
needed by management, particularly for 
internal use. 

(6) To stimulate further study and discussion 
of the influence management accounting 
concepts should have on curriculum and 
methods of instruction. 


EVOLUTION AND PRESENT STATUS OF 
MANAGEMENT ACCOUNTING 


Management accounting is not new in 
any sense of the word. It emphasizes a 
composite of numerous well-known con- 
cepts, techniques, and procedures which 
had their inception in the development 
of so-called scientific management and the 
over-all financial accounting structure as it 
exists today. The evolution of manage- 
ment accounting cannot be determined 
precisely. Nevertheless, lines of evolution 
with respect to certain concepts and pro- 
cedures which are basic to management 
accounting have been traced with some 
precision. Among these concepts and pro- 
cedures are: standard costing, budgeting, 
break-even analysis, differential analysis, 
variable budgeting, marginal analysis, and 
responsibility accounting. 

History indicates that accounting at its 
inception, and during its early develop- 
ment, was exclusively management ori- 
ented. The fundamental purposes of ac- 
counting were directed almost wholly 
toward the needs of management to ac- 
count for the assets , liabilities, and results 
of joint ventures. Thus the early history 
of accounting represents a development 
aimed at satisfying the internal needs of 
management rather than external re- 
quirements. 

Within the past century there have been 
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developments which have exerted new and 
frequently inconsistent influences on the 
growth of accounting. The influence of 
these developments has been so significant 
that the present status of management ac- 
counting, and accounting in general, needs 
to be appraised seriously in the over-all 
perspective. The primary developments 
may be indicated as follows: 


(1) The growth of the corporate form of busi- 
ness enterprise with widely scattered own- 
ership. This development has treated the 
necessity for an independent accounting 
for the ownership—a frame of reference 
for accounting which, in some respects, 
may be inconsistent with the internal 
needs of management. 

The growth of a form of social conscious- 
ness wherein the interests of third parties, 
at least to some degree, are sought to be 
protected through accounting. This de- 
velopment has further accentuated the 
need for independent accounting. 

(3) The growth of a new profession, that of the 
independent certified public accountant, 
as a direct result of developments (1) and 
(2) above in particular. Through neces- 
sity, this new professional group has been 
primarily concerned with such external in- 
fluences as independent accounting and 
the related audit function, protection of 
assets, taxation, and statutory require- 
ments. These influences have conditioned 
the development and the present status of 
accounting, so that today the internal 
needs of managemtnt generally are given 
only secondary consideration. 
The_passage of laws directed toward the 
taxation of the business enterprise, par- 
ticularly taxes on income. These laws have 
created technical requirements of an ac- 
counting naturé designed to~equitably 
cafry out the provisions of the law, gen- 
erally without regard for internal consid- 
erations. Unfortunately, the result has 
been that accounting in general has re- 
flected to an unwarranted degree the effect 
of this external force. 

The passage of laws directed-toward regu- 
latory control of the business enterprise. 
These controls frequently have established 
patterns of accounting-te-meet-the specific 
needs of the regulatory agency. As an ex- 
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treme example of this force, certain regu 
latory agencies have developed and issued 
to some industries manuals prescribing the 
specific chart of accounts and other diree. 
tives relating to the accounting procedures 
of companies in the industry. 


Within relatively recent years these de. 
velopments have become the primary in- 
fluences on accounting, resulting in what 
is loosely referred to as financial account- 
ing. External factors have not replaced the 
original purpose, that of internal mana- 
gerial use, but they have overshadowed it 
so that management-accounting has not 
progressed sufficiently to meet the expand- 
ing needs of modern management. 

It is important to recognize that ex- 
ternal demands must be adequately satis- 
fied. In addition, it should be noted that 
the external influences have had a very 
beneficial effect on accounting. In particu- 
lar, they have tended to force some firms, 
both large and small, to use accounting 
procedures where before even the most ele- 
mentary record-keeping did not exist. On 
the other hand, these external influences 
should not be allowed to condition ex- 
clusively what accounting should or should 
not be. 

In recent years there has been a growing 
awareness of the potential utilization of 
accounting data by management for in- 
ternal purposes. At the same time there 
has been an increasing recognition of the 
limitations of accounting as it exists today 
in meeting these needs. These factors have 
brought about an awareness of the dis- 
proportionate influence of external objec- 
tives upon accounting procedures and 
concepts. 

The development of so-called scientific 
management has posed a real challenge to 
accounting. Great strides have been made 
in the art of management in recent years. 
Representative of these strides are the 
developments in such areas as time and 
motion study, work measurement, human 
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relations, policy formulation, organiza- 
tional planning , and production control. 
While these advances relating to internal 
management problems have occurred, ac- 
counting in contrast has developed pri- 
marily on a tangent, so that today the ac- 
countant is far afield of the internal needs 
of management in many respects. Al- 
though accounting originally was spe- 
cifically developed and used almost solely 
for internal management use, the original 
procedures and concepts are not adequate, 
nor entirely appropriate, for the internal 
management needs as they exist today. 

These observations indicate to some ex- 
tent the current status of management 
accounting and accounting in general. The 
current status of managerial accounting 
may be appraised only in general terms. 
In recent years the rapid growth of man- 
agement consultant firms has been an im- 
portant factor in causing the public ac- 
counting profession to give serious concern 
to management accounting. The formation 
of a management services committee by 
the American Institute of Certified Public 
Accountants is significant. 

The private accountant is being urged 
by other members of the management 
team to develop, adopt, and improve ac- 
counting procedures which are aimed at 
meeting the internal needs of manage- 
ment. Indicative of this trend is the num- 
ber of executive seminars directed by the 
American Management Association, the 
National Association of Accountants, and 
other organizations which are directly 
concerned with the primary aspects of 
managerial accounting such as budgeting, 
cost control, standards, control of capital 
expenditures, control of cash, and finan- 
cial planning—all problems of an internal 
hature. 

In the classroom, where the accountants 
of tomorrow are trained, the status ac- 
corded management accounting is vul- 
nerable to criticism. Accounting curricula, 
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course content, and methods of instruc- 
tion appear to give limited cognizance to 
the need for training in management ac- 
counting. In particular, programs devel- 
oped for those planning to enter public 
practice are deficient in this respect. Many 
traditional accounting textbooks give little 
or no status to management accounting. 
The uniform examination given for certi- 
fication of accountants (which exerts a 
considerable impact on accounting in- 
struction) has accorded relatively little 
status to management accounting. 

In view of these significant develop- 
ments, and the present status of account- 
ing, the accounting profession as it stands 
today needs to take stock. An inventory 
and appraisal of both internal and external 
requirements on accounting are in order. 
In this manner a balance, appropriate to 
the business environment of today, may be 
struck which will give proper weight to 
both the internal and external influences. 
Only in this manner can accounting ever 
gain full status as a dynamic aspect of ef- 
fective business management. 


THE NATURE AND SIGNIFICANCE OF 
MANAGEMENT ACCOUNTING 

Definition of Management Accounting 

Numerous terms have been used rather 
loosely in current literature and discus- 
sions in reference to the orientation of ac- 
counting-based data toward the internal 
needs of management, making it difficult 
to formulate a complete and precise defini- 
tion of management. accounting. Terms 
such as the following are commonly used 
in this connotation: managerial account- 
ing, administrative accounting, and ac- 
counting for management. Other terms 
frequently used which are closely related 
to this orientation but do not encompass 
the broad concept of management ac- 
counting are: custodial accounting, indus- 
trial accounting, cost accounting, internal 
accounting, and accounting for decision 
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making. In view of these differences it 
appears useful to attempt to define the 
concepts of management accounting in 
order to set the stage for consideration of 
ways of furthering this very useful 
development. 

Management accounting is the applica- 
tion of appropriate techniques and concepts 
in processing the historical and projected 
economic data of an entity to assist manage- 
ment in establishing a plan for reasonable 
economic objectives and in the making of 
rational decisions with a view toward 
achieving these objectives. It includes the 
methods and concepts necessary for ef- 
fective planning, for choosing among alter- 
native business actions, and for control 
through the evaluation and interpretation 
of performance. Its study involves con- 
sideration of ways in which accounting in- 
formation may be accumulated, synthe- 
sized, analyzed, and presented in relation 
to specific problems, decisions, and day-to- 
day tasks of business management. 

In the broad sense all accounting is 
management accounting. In a somewhat 
restricted sense, however, management ac- 
counting is distinguished by emphasis 
upon purpose, the point of view predomi- 
nating, and upon potential management 
use. Management accounting is strongly 
oriented internally. Emphasis upon man- 
agement accounting should be reflected in 
both the record-keeping procedures and 
the analytical techniques used in arraying 
the economic data. 

Management accounting is only in- 
directly related to the important function 
of independent reporting to large owner- 
ship groups, governmental agencies, or the 
general public. Management accounting 
is concerned primarily with the internal 
needs of management. It is oriented 
toward evaluation of performance and 
development of estimates of the future. 
Traditional financial accounting empha- 
sizes historical data related to such legal- 
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financial matters as ownership, invest. 
ment, credit granting, taxation, regula. 
tion, and the building of foundations for 
consistent and conservative external re. 
porting ‘‘in accordance with generally ac. 
cepted accounting principles.” Flexibility 
is an essential characteristic of manage. 
ment accounting since it presupposes that 
careful attention has been given to deter. 
mining the important needs of manage. 
ment, many of which cannnot be precisely 
identified in advance. 


Perspective in Organization and Onna 
of the Accounting Function 


It is important in the complex beni 
economy of today that organization and 
operation of the accounting function re- 
flect proper perspective with regard to (1) 
internal reporting to management, (2) ex- 
ternal reporting to stockholders and the 
general public, and (3) reporting to gov- 
ernmental agencies. To overemphasize any 
one of these objectives leads to serious 
limitations on the use of accounting in- 
formation for needs which cannot be an- 
ticipated at the time of the first recording. 

Accounting conventions and principles 
developed during a period when the proc- 
essing and reporting of accounting based 
data did not involve the dimensions, com- 
plexity, and volume encountered today. 
The whole framework of convention and 
principle upon which accounting currently 
rests needs to be seriously studied, an- 
alyzed, and appraised in over-all per- 
spective. 

It is important that accounting tech- 
niques involving the recording of basic 
economic data be kept flexible so that the 
resulting information will lend itself to 
further and varied analysis. Under current 
accounting procedures, raw data usually 
are subjectively classified in terms of @ 
specified objective (e.g., tax purposes) 
when initially recorded, thereby limiting 
the usefulness of the data for satisfying 


other ir 
cannot 
recordi 
be recc 
clgesific 
thus 
process 
related 
The 
design 
| that 
served 
ments 
and 
of sup 
report 
availa 
in tert 
they 
| In 
decisic 
initia 
witho 
as OPT 
of ma 
fo: ma 
achie 
of the 
nomit 
whicl 
proac 
the i 
pon 
settix 
T 
TI 
coun 
coun 
Broa 
the 
men 


Report of Committee on Management Accounting 


other important objectives. Since all needs 
cannot be anticipated at the time of initial 
recording, a wide range of raw data should 
be recorded initially with a minimum of 
classification. Judgmental decisions are 
thus minimized in the initial recording 
process and there is no reflection of bias 
related to a specific objective or need. 

The committee suggests that the re- 
design of the basic records should be such 
that the basic raw financial data be pre- 
served, unclassified by subjective judg- 
ments, and that the subjective judgments 
and use-purpose be kept separate and 
apart from the basic records.in the form 
of supplementary records,-anelyses;and 
reports. In this way the accounting data 
available will be more flexible and usable 
in terms of the diverse purposes for which 
they may be needed in the future. 

In those situations where judgmental 
decisions must be made at the time of the 
initial recording, they should be made 
without regard to one particular objective 
as opposed to the others but rather in view 
of maintaining flexibility of use of the in- 
formation produced. In this manner, per- 
spective in accounting for the entity can be 
achieved in the light of the characteristics 
of the firm, its management, and the eco- 
nomic, legal, and social environment in 
which the firm operates. Through this ap- 
proach bias is not imposed by accounting 
principle, convention, or mandate; rather 
the individual user may apply bias if he 
chooses to do so in view of the particular 
setting. 


THE SIGNIFICANCE OF MANAGEMENT 
ACCOUNTING 


The significance of management ac- 
counting lies in the utilization of ac- 
counting-based data by management. 
Broadly speaking the utilization of ac- 
counting-based data must be related to 
the functions of management. Manage- 
ment accounting recognizes that account- 
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ing should not operate in a vacuum nor 
should it be conditioned entirely by spe- 
cially oriented conventions such as many 
of those that have been fostered by au- 
thoritative organizations within the pro- 
fession. Accounting-based data generally 
will have considerable application with 
respect to all functions of management. 

Management planning involves the es- 
tablishment of objectives and considera- 
tion of the means of achieving these ob- 
jectives. Planning for the individual firm 
rests on forecasts related to market condi- 
tions and internal operations of the firm. 
The basic data collected in the accounts 
of the firm should constitute the primary 
cornerstone for realistic forecasting, budg- 
eting, and planning; consequently such 
data should be collected and recorded in a 
form conducive to such use. In planning 
decisions where alternatives are inevitably 
involved, accounting-based data fre- 
quently are fundamental and may be the 
controlling factor. Alternative decisions 
relating to such matters as whether to 
make or buy, pricing, advertising pro- 
grams, research programs, capital addi- 
tions, methods of financing, and similar 
planning problems rest fundamentally 
upon the economics of each alternative 
under consideration. The economics of 
each alternative are measured largely 
through accounting data. Significantly, 
such decisions are based primarily on esti- 
mates of an accounting nature as opposed 
to historical accounting data. 

Such functions as capital budgeting, 
short-run and long-run pricing, optimiza- 
tion of product mix, efficient utilization of 
assets, production scheduling, and the like 
provide examples of the essential nature of 
situations and operational activities where 
accounting-based data are essential to 
efficiency. 

Control relates to the action necessary 
to assure COfiformance with plans, policies, 


and Objectives. Control implies Observing, 
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recording, reporting actual results, com- 
paring actual results with plans, objec- 
tives, and budgets, and taking corrective 
action. The broad and fundamental ap- 
plication of historical accounting data and 
budgeting in the processof control should be 
apparent to all accountants. Significantly, 
historical accounting data standing alone 
have limited usefulness for control pur- 
poses since control presupposes (a) goals, 
standards, or objectives as a basis for con- 
trol prior to definite action, and (b) the use 
of some yardstick (standard) from which 
to measure performance. Budgeting and 
standard costs provide the yardstick; his- 
torical accounting data merely provide a 
financial expression of what happened; a 
comparison of the historical data with the 
standard is necessary te order to know 
whether or not “what happened” was 
good, bad, or indifferent. 

Development of the concept of responsi- 
bility accounting represents an important 
milestone in the use of accounting-based 
data for control. In order to control busi- 
ness operations it is important that a very 
definite and particular approach to ac- 
count classification be followed with a 
minimum of allocation and with a close 
tailoring of the system to the organiza- 
tional structure of the firm—the assigned 
authority and responsibility throughout 
the firm. Since control is achieved through 
people and not through things, accounting- 
based data must be reported primarily in 
terms of the responsibilities-of-people for 
internal control purposes. 

To be most useful to management, ac- 
counting information must.be tailored to 
the needs of those who make decisions at 
the various levels-of--responsibility. In 
order to accomplish best this tailoring 
process, psychological and personnel prob- 
lems must be recognized. Thus manage- 
ment accounting assumes significance with 
respect to human relations. Accounting 
information does not itself effect the proper 
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business decision. It finds usefulness only 
to the extent that there is communication 
to responsible individuals in such a way as 
to motivate these individuals to appropyi- 
ate action. Thus its usefulness is largely 
dependent upon adequate oral and written 
communication and a proper attitude of 
receptiveness on the part of management, 

The committee believes that future de. 
velopment of management accounting 
should take a two-fold form. First, ac. 
countants should investigate with greater 
care the major management problems re- 
lated to finance, production, and distribu- 
tion. Second, accountants should investi- 
gate further and develop more appropriate 
techniques for the collection, analysis, in- 
terpretation, and use of quantitative data 
so that such data may be used effectively 
in management planning and control. 


EDUCATIONAL IMPLICATIONS OF 
MANAGEMENT ACCOUNTING 


Increased emphasis upon the orientation 
of accounting toward the internal needs of 
management has significant and broad 
educational implications. Many account- 
ing courses offered in schools of business 
appear to have no orientation toward 
management accounting and even those 
courses which logically should include a 
considerable flavor of management orien- 
tation are often presented with primary 
emphasis on “generally accepted account- 
ing principles” and external reporting. The 
problem of appropriate orientation is criti- 
cal with respect to those programs di- 
rected toward nonaccounting careers in 
business as well as to those programs di- 
rected toward a career in accounting. The 
committee believes that a timely re 

-evaluation of the relative emphasis that 
should be given in curriculum content to 
internal and external needs for accounting 
data is necessary with a view toward possi- 
ble increased coverage and improvement 
of instruction. 
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The solution to this problem in most 
cases will involve a reorientation of many 
of the present course offerings. In some 
cases the supplementing of present cur- 
ricula with new courses may be necessary 
to achieve the desired results. In general, 
new offerings and reorientation should 
involve the integration of the quantitative 
tools such as accounting, statistics, and 
mathematics, and the management proc- 
ess, The committee believes that the prob- 
lem should be met through intelligent ap- 
plication of both approaches (new courses 
and reorientation of present courses) with 
full appreciation of managerial and finan- 
cial accounting requirements and the need 
for flexibility in the application of ac- 
counting techniques to meet the internal 
and external demands on accounting. 

A related problem that should be given 
serious thought concerns the extent to 
which management accounting should be 
emphasized on the uniform CPA examina- 
tions. Traditionally, these examinations 
have included very few questions and 
problems relating to the use of accounting 
data in accomplishing the functions of 
management. Questions and problems on 
internal control, budgeting, and cost ac- 
counting occasionally suggest a manage- 
ment orientation, however, they typically 
deal with the computational aspects of the 
problem and not with analysis and inter- 
pretation of the results in view of the 
needs of management. 

Concurrent with a general recognition 
on the part of business management of the 
importance of accounting-based data in ef- 
fectively planning and controlling activi- 
ties, there has been a rapid growth in 
management services activities performed 
by firms of certified public accountants. 
Within the competency of the certified 
public accountant, these advisory services 
have extended into almost every facet of 
the business entity. There is little assur- 
ance that accountants trained and ex- 
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amined almost exclusively in accounting 
oriented toward external reporting prac- 
tices are well equipped to perform these 
relatively new functions. Important steps 
in assuring high competence in the man- 
agement accounting area involve a greater 
degree of management orientation (a) on 
the CPA examination, (b) in the class- 
room, and (c) in accounting textbooks. An 
awareness within the profession that ac- 
counting data for internal purposes need 
not be subject to the dictates of external 
reporting should be encouraged without 
emphasizing one objective to the detriment 
of the other. 
The committee believes that re-evalua- 
/tion of accounting curricula and subject 
content of the CPA examinations with a 
view toward placing in proper perspective 
the needs of internal, external, and govern- 
mental reporting is needed and would be 
extremely beneficial to the accounting 
profession. 


CONCLUSION 


Management accounting concepts are 
especially important in that they deal with 
the fundamentals of maximizing return on 
investment, a primary objective of the 
business entity. This is especially true in 
the field of marketing where the broad and 
complex problems of pricing, methods of 
distribution, marginal cost, and product 
mix must be met and solved. The isolation 
and elimination of loss items, of whatever 
kind, is a primary analytical problem 
facing all businessmen. The techniques of 
management accounting, based on sound 
economic principles, should be applied 
generally, and particularly in the fields of 
production and distribution, to eliminate 
the subsidization of loss activities and to 
emphasize those activities which con- 
tribute profits. 

The committee believes that manage- 
ment accounting is of such significance to 
the accounting profession, whether public 
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or private, that some concerned action is 
warranted. The action should be designed 
to awaken public accountants, industrial 
accountants, and teachers to the need for 
an objective look at accounting in its 
entirety. 

A redesign of the basic structure of ac- 
counting in view of the broad internal 
needs of management and the external re- 
quirements on accounting should be given 
serious consideration. Despite the complex 
and voluminous data currently encoun- 
tered in modern industry, basic changes 
in the accounting structure are now feasi- 
ble in view of the data processing tech- 
niques and equipment currently being 
developed. 

_ Accounting curricula and instruction 

should be critically appraised in the light 
of not only current demands on accounting 
but in the light of anticipated future de- 


mands. Accounting research and instrye. 
tion should be oriented primarily toward 
what accounting should do and where ag. 
counting should go as opposed to what 
accounting practice has been. The com. 
mittee believes that such an approach wil] 
produce significant changes in curricula 
and instruction that will provide positive 
benefits to the profession. 
» Accountants should strive continually 
to uplift the profession in the eyes of the 
public through better and broader sery- 
ices, both internal and external. The pro- 
fession should strive to develop an associa- 
tion of the accountant with management 
as well as with auditor and tax expert. 
LEE BRUMMET 

T. CROSSMAN 

STANLEY A. PRESSLER 

W. KeitH WELTMER 
GLENN A. WELSCH, Chairman 
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REPORT OF COMMITTEE ON ACCOUNTING 
INSTRUCTION IN ELECTRONIC 


DATA PROCESSING 


treating or preparing data by some 

particular method to obtain de- 
sired facts and to produce reports. Busi- 
ness data processing is much broader than 
computing alone and the requisite equip- 
ment for it involves the people, procedures, 
and communication network to cover the 
gamut from data origination to report 
utilization. 


Operations 
The operations involved in processing 
data, viewed broadly, are: 


Input—reduction of data related to business 
transactions and introduction into process- 
ing stream 

Storage—organization of files and records 

Processing—analysis of quantitative data in- 
cluding planning for and manipulating 

Output—presenting reports according to 
schedule and answering random questions 


Di: processing can be defined as 


Managerial Focus 


The input for a data system includes 
today’s transactions and files (which grew 
out of yesterday’s transactions) plus 
standards, estimates, and budgets for 
tomorrow. 

Output consists of reports with pre- 
planned format, content, and frequency 
plus files of raw and semi-processed data 
that are useful for answering questions not 
anticipated in advance. Such reports and 
answers to questions are used as the basis 
for decision making. The determination of 
efficient report structure and file content 
for back-up purposes depends on problems 
faced by management throughout the 
company—in marketing, production, 
finance, and personnel. Accountants, con- 
trollers, or others directly responsible for 
processing data can devise systems and 
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calculate the cost of operating them but 
acting alone are unable to decide what in- 
formation is most valuable and, therefore, 
deserves highest priority in processing. 

Accounting instruction in data process- 
ing should deal with existing problems 
rather than futuristic problems and rely 
upon an evolutionary approach. The 
business-wide implications of new process- 
ing methods should be squarely faced via 
the systems or comprehensive approach to 
design rather than a fragmentary ap- 
proach which ignores the interrelations of 
operations, viz., labor and cost accounting 
or production and inventory control. 


Instructional Objectives 


The instructional objectives of a course 
in business data processing are to define 
and delineate the area; to show what is 
possible (and also what is impossible); to 
give an awareness of the problems in- 
volved; to describe the experience of others 
in systems analysis, design, and installa- 
tion; and to develop skills in computer 
programming including the use of pro- 
grams prepared by others, if well under- 
stood. Basically, a course should develop 
for the students some sound ideas about 
how data are processed by building a gen- 
eralized conceptual framework for busi- 
ness data processing with attention fo- 
cused on how problems work; not on how 
to work problems. 


Approach of Course 


Comprehensive treatment of data proc- 
essing in one course should cover both 
concepts and equipment, which generates 
enthusiasm. Either can be covered first, 
but both should be covered. One approach 
is to develop some degree of technical com- 
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petence by concentrating on selected areas 
of, say, equipment characteristics, opera- 
tion, programming, and the design of a 
business system around available equip- 
ment. A second, perhaps deserving the 
name “liberal arts,” approach is to have 
students learn the general nature of equip- 
ment available, the existence of programs 
and programming aids that are generally 
useful, and the nature of applications. In 
short, students should develop an ability 
to appreciate developments in the area. 

The choice exists of confining the treat- 
ment of data-processing equipment and 
concepts to one course or touching briefly 
on it throughout several accounting courses. 
Intensive treatment in one course is con- 
sidered desirable for coverage in depth al- 
though implications and applications can 
be shown throughout other courses. Re- 
examination of accounting curricula is de- 
sirable to integrate courses and overcome 
compartmentalization because of the de- 
velopment of the concept of integrated 
data processing. 

It is not intended that a course in busi- 
ness data processing should replace the 
traditional course in accounting systems. 
Some important changes in the orientation 
and content of systems courses are ex- 
pected. Several schools that will offer 
courses in both accounting systems and 
data processing expect students to take 
the systems course first and believe the 
limited degree of duplication not to be 
harmful. 

Suggested possibilities for course em- 
phasis, assuming fifteen weeks in a course, 
are: 

1. Five weeks systems analysis; six weeks 
equipment; and four weeks flow charting, 
programming, and coding 

2. Eleven weeks systems analysis; four weeks 
flow charting, programming, and coding 

3. Programming, flow charting, and coding 
onl 

4. re A analysis only with no treatment of 
programming, flow charting, and coding 
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5. Case studies to develop theory of applica. 
tion and show it is workable 


Other courses, for example, cost ac- 
counting, should cover systems analysis, 
New processing methods should be dealt 
with in other courses even to the point of 
including a brief introduction in elemen- 
tary accounting. Relationship of data- 
processing course to traditional systems 
course and to internal audit course should 
be covered. 

There were diverse opinions about the 
merits of studying a hypothetical com- 
puter or having students work with actual 
equipment. Any conclusion would, of 
course, be based on availability of equip- 
ment, number of students, and staff ex- 
perience in computer use. Laboratory pro- 
gramming experience with a real computer 
is considered useful for an accountant can 
learn how to communicate his desires to a 
programmer. It is also useful to provide 
learning incentive for students and to inte- 
grate course content. Some members of the 
committee felt that only limited knowledge 
of a computer was necessary to understand 
implications for accounting and auditing. 
If no equipment is available, field trips 
should be made. 


Background of Students 


Prerequisites expected of students tak- 
ing an undergraduate course in business 
data processing with emphasis on account- 
ing are as follows at several schools: 


University of Illinois—one year elementary 
and intermediate or cost accounting 

Iowa State College—basic, cost, and some in- 
termediate accounting 

University of Houston—one year elementary 
accounting 

Massachusetts Institute of Technology—one 
semester managerial accounting. 

Oklahoma State University—basic electro- 
mechanical accounting course and junior of 
senior standing 

Washington University—one year elementary 

accounting and intermediate accounting 
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If the data-processing course is to be an 
accounting course, the prerequisites should 
be made high enough to limit the admit- 
tance of marketing, finance, and produc- 
tion students. On the other hand, the ac- 
counting prerequisites should be lower, if 
a general business-data-processing course 
is offered. Business school students gen- 
erally take two or three semesters of ac- 
counting so that most of them have suf- 
ficient background to cope with the ac- 
counting content of a _business-data- 
processing course. The question was raised 
whether additional technical and mathe- 
matical background would be desirable. A 
better background in these areas was felt 
to be worthwhile, but the committee did 
not think it appropriate to make a recom- 
mendation at this time. 


Instructional Staff 


Two staff members should be assigned 
to teaching courses in business data proc- 
essing in order to give continuity and to 
avoid having one person work in isolation 
without anyone available for discussion. 

Staff members are not expected to have 
a full mathematical background or de- 
tailed knowledge of machine logic and 
circuitry; but they might reasonably be 
expected to cover the following: 


1. Specialization in business, not mathematics 
or engineering 

2. Take formal or informal courses in data 
processing prior to teaching, rather than 
concurrently, via customer executive 
courses, programming courses, manufac- 
turers’ general courses, or summer courses 
aimed at teachers 

3. Achieve a balance between theory and prac- 
tice by both conceptualizing and dealing 
with practical problems 

4. Understand problems of business in the 
broad sense from the manager’s viewpoint 
rather than the technician’s 

5. Advise or suggest to students how problems 
can be worked and assist at difficult points 
in problem solution 


Outlines of courses in business data 
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processing taught at a number of colleges 
and universities were received by the com- 
mittee but are omitted for brevity. 

The committee recommends that ac- . 
counting departments introduce courses 
dealing with business data processing and 
new equipment developments. 

The committee recommends that Rob- 
ert E. Schlosser, at the University of 
Illinois, serve as a clearing agent for Asso- 
ciation members who are interested in this 
area. 

A short list of books and articles to sup- 
plement the list given in “Computers and 
Accounting Systems: A Bibliography,” 
THe Accountinc REview 31: 278-85, 
April 1956, is appended to this report. 

ArtTHUR E. CARLSON 

FRED BLACK 

DonaLp W. Brown 

Howarp M. DANIELS 

RosBert E. SCHLOSSER 

Ropert H. Grecory, Chairman 
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APPENDIX B 


Additions to “Computers and Accounting Sys- 
tems; A Bibliography,” THe AccounTING RE- 
view, 31: 278-285, April, 1956. 


Section A. Equipment Design and Construction 


Books 


Berkeley, Edmund Callis and Lawrence Wain- 
wright, Computers: Their Operation and Ap- 
plication, New York, Reinhold Publishing Cor- 
poration, 1956, 366 p. 

Booth, A. D., and K. H. V. Booth, Automatic 
Digital Calculators, London, Butterworths 
Scientific Publications, and New York, Aca- 
demic Press Inc., revised 1956, 231 p. 

Ivall, T. E., Electronic Computers—Principles and 
Applications, New York, Philosophical Li- 
brary, Inc., 1956, 175 p. 

McCracken, D. D., Digital Computer Program- 
ming, New York, McGraw-Hill Book Com- 
pany, Inc., 1957, 253 p. 

Stibitz, George R. and Jules A. Larriver, Mathe- 
matics and Computers, New York: McGraw- 

Hill Book Company, 1957, 228 p. 
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Weik, Martin H., A Second Survey of Domestic 
Electronic Digital Computing Systems, Washing- 
ton, D. C., U. S. Department of Commerce, 
Office of Technical Services, 1957, 439 p. 

Wilkes, M. V., Automatic Digital Computers, New 
York, John Wiley and Sons, Inc., 1957, 305 p. 


Articles 


Dumey, A. I., “Indexing for Rapid Random Ac- 
cess Memory Systems,” Computers and Auto- 
mation 5; 6-9: December, 1956. 

Fowler, Franklin, ‘‘The Computer’s Memory,” 
Control Engineering, 93-101, May, 1956. 

Friend, E. H., ‘‘Sorting on Electronic Computer 
Systems,” Journal of the Association for Com- 
puting Machinery, 3: 139-68, July, 1956. 

Gibbons, James, “How Input/Output Units Af- 
fect Data-Processor Performance,” Control 
Engineering, 97-102, July, 1957. 

Kircher, Paul, “Integration of Data-Processing 
Requirements and the Design of Electronic 
Equipment,” The Controller, 24: 107-110 March 
1956. 

Livesay, Everett J., “Electronic Equipment for 
Savings and Mortgage Operation,” Banking, 
49: 73-80, August, 1956. 

Merwin, Richard E., “The IBM 705 EDPM 
Memory System,” JRE Transactions on Elec- 
tronic Computers, EC-5: -219-223, December, 
1956. 

“New Products for Office Automation,” Dun’s 
Review and Modern Industry, 68: 110-115, Oc- 
tober, 1956. 

“Small Units, More Services,” Electronic Week, 
2: 8-11, December 9, 1957. 

“Where Office Automation Stands,” Dun’s Re- 
view and Modern Industry, 70: 109-112, Oc- 
tober, 1957. 


Section B. System Investigation and Equipment 
Application 


Books 


Brown, R. Hunt, Office Automation Applications, 
New York: Automation Consultants Inc., 
1957 (not consecutively paged). 

Brown, R. Hunt, Office Automation: Integrated 
and Electronic Data Processing (Revised Edi- 
tion), New York: Automation Consultants, 
Inc., 1956, 296 p. 

Eckert, W. J., and Rebecca Jones, Faster Faster, 
New York: McGraw-Hill Book Company, Inc., 
1955, 160 p. 

Franklin Institute, Automatic Coding, Philadel- 
phia: The Franklin Institute of the State of 

Pennsylvania, 1957, 118 p. 
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Goode, H. H., and Machol, Robert E., System 
Engineering, New York: McGraw-Hill Book 
Company, Inc., 1957, 551 p. 

Grabbe, Eugene M., ed., Automation in Business 
and Indusiry, New York, John Wiley and 
Sons, 1957, 611 p. 

Hammer, Preston C., The Computing Laboratory 
in the University, Madison, Wisconsin: The 
University of Wisconsin Press, 1957, 236 p. 

Haskins and Sells, Introduction to Data Processing, 
New York: Haskins and Sells, 1957, 107 p. 

Hattery, Lowell H., and George P. Bush, ed, 
Electronics in Management, Washington, D. C.: 
The University Press, 1956, 207 p. 

Laubach, Peter B., Company Investigations of Au- 
tomatic Data Processing, Boston, Graduate 
School of Business Administration, Harvard 
University, 1957, 258 p. 

Levin, Howard S., Office Work and Automation, 
New York: John Wiley and Sons, 1956, 203 p. 

Wallace, Frank, Appraising the Economics of 
Electronic Computers, New York: Controller- 
ship Foundation, Inc., 1956, 104 p. 


Articles 


Carlson, Arthur E., “Automation in Business 
Systems,” Journal of Machine Accounting Sys- 
tems and Management, 7: 12-27, August, 1956, 

Chapin, Ned, “Systems Engineering in Business 
Data Processing,” Computers and Automation, 
5: 6-9+, October, 1956. 

Coppotelli, D. J., “Departmental Results—We 
Get Them From Our Computer,” N.A.A. 
Bulletin, 34: 55-61, September, 1957. 

Howell, Frank S., “Using a Computer To Recon- 
cile Inventory Count To Books,” NACA 
Bulletin, 37: 1223-1233, June, 1956. 


Kircher, Paul, “Study of a Successful Computer 
System,” Journal of Accountancy, 104: 59-65, 
October, 1957. 

Porter, F. J., “Electronic Programming: Ac 
counting System Design Problems,” American 
Gas Monthly, 38: 28, February, 1956. 

Rubinfien, David, “Bank Check Automation,” 
Journal of Accounting, 103: 41-47, March, 
1957. 

“Univac Joins Food Fair’s ‘Nerve Center,” 
Super Market Merchandising, 21: 119-126, 
September, 1956. 

Woeller, D. A., “A Computer Development Pro- 

gram,” The Journal of Machine Accounting, 1: 

4-7+-, February, 1956. 
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Section C. System Analysis, Appraisal, and Re- 


Books 

Bell, William D., A Management Guide to Elec- 
ironic Computers, New York: McGraw-Hill 
Book Company, Inc., 1957, 391 p. 

Canning, Richard G., Electronic Data Processing 
for Business and Industry, New York: John 
Wiley and Sons, Inc., 1956, 332 p. 

Kozmetsky, George and Paul Kircher, Electronic 
Computers and Management Control, New York: 
McGraw-Hill, 1956, 296 p. 

Smith, J. Sanford, The Management Approach to 
Electronic Digital Computers, London, Mac- 
Donald and Evans Ltd., 1957, 182 p. 

Articles 

Anthony, Robert N., Edward L. Wallace, and 
Peter B. Laubach, “Some Developments in 
Business Data Processing,” Planning the Future 
Strategy of Your Business, Edited by Edward C. 
Bursk and Dan H. Fenn, Jr., New York: 
McGraw-Hill Book Company, 1956, pp. 217- 
231. 

Bagby, W. S., “Deciding Upon an Electronic 
Data-Processing System,” The Controller, 24: 
216-221, May, 1956. 

Bordman, L., “What It Means To Integrate 
Data Processing,” NACA Bulletin, 37: 1191- 
1198, June, 1956. 

Canning, Richard G., “Electronic Data Process- 
ing and The Controller,” The Controller, 24: 
158-160, 190-191. 

Coleman, J. S., ‘Computers As Tools for Man- 
agement,” Proceedings of the Eastern J oint Com- 
puter Conference, 8-11, November, 1955. 

“Computer Age,” Business Week, 52-71, April 7, 
1956. 

Diebold, John, “False Starts in Office Automation 
—And How to Avoid Them,” Management 
Review, 46: 81-88, July, 1957. 

“Electronic Data Processing—Introductory, In- 
termediate and Advanced,” NACA Bulletin, 
38: 163-173, September, 1956. 

Glantz, Herbert T., “Converting to Automatic 
Data Processing,” Office Executive, 32: 13-16, 
October, 1957. 

Hamman, Paul E., “The Audit of Machine Rec- 
ords,”. Journal of Accountancy, 101: 56-61, 
March, 1956. 

Kaufman, Felix, and Leo A. Schmidt, “Auditing 
Electronic Records,” The Accounting Review, 
32: 33-41, January, 1957. 

Koontz, Monroe M., “‘Choose the Computer the 

Company Needs,” NACA Bulletin, 37: 1317- 

24, July, 1956. 


Report of Committee on Accounting in Electronics 219 


Marley, John L., “Cost Studies in Automation,” 
American Business, 26: 20-22, 40-42, May, 
1956. 

Pinkerton, P. W., “Helping to Put Electronic 
Equipment to Work For Business,” NACA 
Bulletin, 38: 613-619, January, 1957. 

Postley, John A., “Large Data-Handling Equip- 
ment as a Commercial Tool,” Management 
Science, 4: 84-92, October, 1957. 


Section D. Computer Conference Proceedings and 
Collections of Articles 


Articles 


American Management Association, 

Electronic Data Processing in Industry: A Case 
Book of Management Experience, Special Re- 
port No. 3, New York: American Manage- 
ment Association, 1955, 257 p. 

Pioneering in Electronic Data Processing: Com- 
pany Experience with Electronic Computers, 
Special Report No. 9, New York: AMA, 
1956, 159 p. 

Establishing an Integrated Data-Processing 
System, Special Report No. 11, New York: 
AMA, 1956, 183 p. 

Electronics in Action: The Current Practicality 
of Electronic Data Processing, Special Report 
No. 22, New York: AMA, 1957, 156 p. 

Administrative Automation for IDP and EDP, 
Office Management Series No. 144, New 
York: AMA, 1956, 72 p. 

Anthony, Robert N., ed., Proceedings: Automatic 
Data Processing Conference, Graduate School 
of Business Administration, Boston: Harvard 
University Press, 1956, 194 p. 

Armour Research Foundation, Proceedings of the 
Third Annual Computer Applications Symposi- 
um—October 9-10, 1956, Chicago: Illinois In- 
stitute of Technology, 148 p. 

Electronics Reference Handbook: A Practical Ap- 
proach to Electronics, New York: AMA, 1955, 
not consecutively paged. 


Joint Computer Proceedings, 


1956 Eastern Joint Computer Conference Pro- 
ceedings, New Developments in Computers, 
New York: American Institute of Electrical 
Engineers, 1957, 150 p. 

1955 Eastern Joint Computer Conference Pro- 
ceedings, Computers in Business and Indus- 
trial Systems, New York: Institute of Radio 
Engineers, 1956, 100 p. 

1954 Eastern Joint Computer Conference Pro- 
ceedings, Design and Application of Small 

Computers, New York: American Institute 

of Electrical Engineers, 1955, 92 p. 
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1953 Eastern Joint Computer Conference Pro- 
ceedings, Information Processing Systems— 
Reliability and Requirements, New York: In- 
stitute of Radio Engineers, 1954, 125 p. 

1952 Eastern Joint Computer Conference Pro- 
ceedings, Review of Input and Equipment 
Used in Computing Systems, New York: 
American Institute of Electrical Engineers, 
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MORE EFFICIENT UTILIZATION 


OF TEACHING STAFF* 


Joun H. Myers 
Professor, Northwestern University 


of our teaching staff is particularly 

pressing today. The student body is 
expected to double in less than fifteen 
years yet a doubling of the teaching staff 
is not in sight. 

Perhaps the first approach to the prob- 
lem that comes to mind is to increase the 
size of the class sections which we teach. 
The mere doubling of class size, say from 
thirty to sixty, seemingly would solve all 
our problems. Although some steps have 
been taken in that direction already, there 
are also other areas which we must study. 
However, first we must look to the objec- 
tives of education. Only when considering 
those can we fruitfully discuss means of 
doing the job more efficiently. 

Our objective as teachers is to educate. 
Education is far broader than the mere 
presenting of information which the stu- 
dent is expected to memorize and to write 
down on some test. Imparting knowledge 
is only one of several things which we edu- 
cators must do. At times our objective is 
to train students in particular skills; at 
times, it is to develop attitudes and points 
of view; and at times, it is to develop right 
habits. Obviously, not all three of these 
can be accomplished best by the lecture 
method. Probably, the lecture method is 
very poor for some objectives, particularly 
developing skills at problem solving. 

Where the objective is to impart knowl- 
edge, it can be accomplished not only by 
lecture but also by properly motivated and 
policed reading assignments. Classroom 
time thus can be eliminated or put to bet- 
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* This paper was presented at the Annual Meeting of 
the Association at Syracuse University, August 26, 
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ter use. A decade or so ago my belief was, 
I presume from the practice often fol- 
lowed, that anything the student was to 
learn had to be told to him by me. 

Today, in many of our courses at North- 
western, we have completely reversed this 
point of view. In the course which I taught 
in cost accounting last year, the student 
purchased a standard text and a case book. 
Reading assignments were given in the 
text, short exercises were given to firm up 
his knowledge of the text, and cases were 
assigned bearing on the points discussed in 
the text. In class, I very seldom mentioned 
the text or specifically reviewed anything 
the text had said. A grader marked the 
exercises according to the answer book. In 
class we spent almost our full time dis- 
cussing the cases. By the time the course 
was half over, I had stopped making as- 
signments in the text but offered to have 
a grader go over any exercises the students 
cared to turn in. A few days after I stopped 
assigning reading one of the students 
asked why I did not assign a certain chap- 
ter and exercise. He said it bore right on the 
point of the case. Instead of answering 
directly, I told him I was pleased to know 
that my experiment had worked so well. 
Not only had I taught him to get needed 
material for himself, I had, I hoped, 
started a habit of recognizing a need for 
information and then doing something 
about it. The grader also was kept busy 
checking exercises voluntarily turned in. 
This experience gives me great confidence 
that the student can and will read new 
and difficult subject matter. 

Of course, all subject matter cannot be 
acquired merely by reading. Listening to 
the story, discussing the matter, witness- 
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ing a demonstration, and practicing are 
also useful learning devices. Where these 
are wanted to supplement or to replace 
reading, they can be used very effectively, 
as we all know. Our typical method of im- 
parting knowledge has involved a skilled 
mixture of these many methods. We give 
reading assignments, we lecture, we require 
practice at home, we often require prac- 
tice in a supervised laboratory, and we 
demonstrate on the blackboard and occa- 
sionally use the gadgets of our age. 

We must remember when speaking of 
teaching methods that we often are trying 
to accomplish more than the mere impart- 
ing of knowledge. We are trying to develop 
skills and attitudes. With our mixtures of 
methods we are striving for a mixture of 
objectives. The student we are training for 
the public accounting profession must not 
only know, for example, how to handle a 
ten column worksheet; he must be able to 
set one up and fill it out with a minimum 
of lost motion. Skill in problem solving, of 
course, is far broader than solution of the 
mechanistic problems of a typical ac- 
counting text. The student must also de- 
velop a skill in digging through the chaff 
to find the kernel of the problem. 

Another important objective of our 
teaching is the creation of proper attitudes 
and habits. I am sure very few students 
enter our colleges with the point of view 
of, for example, the public accountant. I 
am equally sure that upon graduation 
many have made substantial progress 
toward that attitude. 

Most of us, I think, have quite a meas- 
ure of success in achieving the several ob- 
jectives of teaching through our use of a 
mixture of teaching methods. We are 
moving the several objectives along some- 
what simultaneously. Perhaps now is the 
time to separate these objectives in our 
thinking and to try to find the mixture of 
teaching devices to impart knowledge, the 
mixture to develop skills, and the mixture 


to develop attitudes. Then perhaps we 
could rearrange our teaching, so that we 
can put in one package all of those facets 
of imparting knowledge, developing skills, 
and developing attitudes that can be done 
best in a large lecture. In another package 
we can put those best developed in small 
discussion groups, and so on. 

To the extent that we can separate our 
teaching methods, I see considerable room 
for increasing efficiency. Lecture and dem- 
onstration can be done before very large 
groups with mechanical aids. Practice 
under supervision can be done in large 
groups if there are assistants roaming the 
room to help where needed. Discussion 
groups when kept small and adequately 
handled can achieve remarkable results. 
On the other hand, I understand that in 
at least one school, student participation 
is achieved in groups of two hundred. 

Those of us who like the small section 
probably should do some careful self- 
examination. Could part or all of our work 
be done with larger groups? To the extent 
that we lecture, perhaps this part of the 
work should be saved for a time when all 
sections of the course can meet at once for 
a large lecture. It requires a little more 
planning in the office that makes out stu- 
dent and teacher schedules, but it offers 
not only a saving of faculty time but also 
a more effective lecture. The best man 
with the best materials can be used. 

The massive audience need not be as- 
sembled just to get knowledge across. 
This last year Billy Graham has shown us 
what success can be achieved in creating 
attitudes among the participants in 4 
mass audience. I doubt if any of us will, 
in an accounting class, care to copy him. 
Yet we can learn a great deal from him. 
In Professor Lanham’s article in the June 
1958 issue of the Journal of Accountancy, 
he says that the dull, dry lecture is one of 
the reasons we have trouble attracting 
students to an accounting career. The 
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large lecture may well give us the oppor- 
tunity we need. If we will devote the same 
preparation time per student hour (as con- 
trasted with the faculty hour) for a large 
audience as we do for a small one, we ought 
to be able to prepare an excellent lecture. 

There is no limit that I can see to the 
size of the lecture audience as long as the 
student is asked to do no more than listen, 
take notes, and stay awake. The micro- 
phone can be hooked to speakers not only 
in the normal auditorium but to those in 
other rooms throughout the campus, and 
by radio to any spot in the nation. 

Television allows us to use our visual 
aids before a wide audience. Some of our 
own American Accounting Association 
members have been using closed-circuit 
television in their lectures. The Chicago 
Junior College has given a course in ele- 
mentary accounting on an educational 
open-circuit television station. Students 
bought a booklet containing written ma- 
terial, illustrations, and forms to be com- 
pleted while watching the program. I have 
talked at great length with the man who 
gave the first course for this program and 
who supervised the assembled final exami- 
nation for those who wanted credit for the 
course. He, and those teachers who are 
using closed-circuit television, tell me that 
preparation for the lecture must be very 
thorough. They say that when the prepa- 
ration is well-done and when the mechani- 
cal devices do not fail, the lectures are 
outstanding in accomplishing the limited 
objective which they seek to achieve, that 
of imparting knowledge. 

We must look not only to the area of en- 
larged class size as a means of improving 
our efficiency. A second area is the building 
in our students the same knowledge, atti- 
tude, and skill which we now build, but 
building it in less time. I have heard that 
another school gives a certain course in 
only half as many contact hours as we use 
and gives only half the credit that we do. 


If they are able to build the same knowl- 
edge, attitude, and skill as we do, but to 
build it in half the time, they are far more 
efficient. Wherever possible we must, of 
course, make every effort to accomplish 
the same result in less time. The time thus 
saved for the student can be used in giving 
him greater depth or additional material. 
However, this does not solve our over-all 
manpower problem, because, unless the 
concept of a four year education is to be 
abandoned, some other teacher will have to 
fill in the time we have saved. I have a 
strong feeling that our problems are not > 
going to be solved by shortening the edu- 
cation from four years; there is too much 
discussion today about lengthening the 
college accounting program at least to five 
years. Therefore, important as this area 
may be, I shall move on to the third area. 

Traditionally, the college teacher’s as- 
signment is a two-fold, or even a three-fold 
one. First, he is expected to spend, say, 
twelve hours a week in the classroom. 
Second, he is to do research, to write and, 
in general, to carry on those scholarly ac- 
tivities that bring renown to him and his 
school. Often he is also to participate in 
committee and other administrative work. 
This is a considerable diversity of activi- 
ties. Add to that the diversity in the 
courses he is called on to teach, and we 
find a very busy man. 

In his courses the teacher is expected to 
plan the program, to prepare the ma- 
terials including illustrations and tests, to 
meet the class, to hold student conferences, 
to grade examinations, to average grades, 
and to fill out and sign a final grade sheet. 
The only duty connected with the course 
which he may not have to perform is the 
grading of homework and _ laboratory 
papers. All teachers, be they green in- 
structors or gray-haired patriarchs about 
to retire, are expected to perform all the 
tasks of the course plus those other activi- 
ties I have just mentioned. Our concept of 
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specialization applies only to the courses 
assigned to us, not to the work we do in 
connection with those assignments. This 
arrangement might be likened to a public 
accounting office in which each profes- 
sional man, newly out of college or with 
long years of experience, performed his 
own audits all the way from making initial 
arrangements through footing columns of 
the cash book to signing the report. Spe- 
cialization would be allowed, of course, in 
the type of engagements to which he was 
assigned. Such an arrangement would 
have the advantage that the man signing 
the certificate would know, from first hand 
knowledge, all about the audit. The dis- 
advantages of this are too numerous and 
too obvious to mention. 

Instead of one-man auditing in a public 
accounting office, a top man is assigned to 
a client. He is responsible, but he draws on 
a staff of subordinates whose work he 
plans and supervises. The top man’s 
unique abilities are utilized to the utmost, 
and the younger man is trained for that 
top responsibility. Similar use of personnel 
is made in accounting departments of 
large industrial firms and indeed through- 
out the business world as a whole. We 
teachers who are training people for that 
business world ought at least to practice 
some of the specialization and time-saving 
methods which we teach. Here is a way in 
which we might do it. 

An experienced professor might be as- 
signed not to twelve hours per week in the 
classroom but perhaps to thirty hours of 
class per week. He would then be supplied 
with an adequate number of men of lower 
rank to fulfill a great many of the duties 
connected with the thirty hours of class. 
Who actually faced the class, be it one or 
more at a time, would be selected from 
among the several according to interest, 
experience, and special knowledge of the 
subject matter. To be sure, this reorganiza- 
tion would contravene many of the time- 


honored teaching traditions. Many of 
those traditions have certain advantages 
which I have passed over. Nevertheless, 
this reorganization is worthy of serious 
consideration and might well be tested ex- 
perimentally. As to research and admin- 
istrative work, there is no reason why it 
should be spread equally. Instead, let the 
three present functions of a college 
teacher—classroom teaching, research, and 
administration—be spread over the entire 
staff in such a way as to best utilize the 
manpower available. 

A fourth area to consider for achieving 
better utilization of manpower is to aban- 
don our time-honored subdivision of sub- 
ject matter into many small categories. 
From these, today’s student selects a 
menu of about five courses a term for 
eight terms. He thus has exposed himself 
to about forty narrow categories, which we 
hope by good advising or sheer luck will 
produce a balanced diet. Instead, perhaps 
we could have a series of four courses 
taken in the last four semesters of the 
college career. Each would take the stu- 
dent’s full time during the semester. These 
courses could be made up of related sub- 
ject matter from the various departments 
of marketing, production, business law, 
finance, accounting, and others. Men from 
each department could be assigned to the 
course. The instructor in the classroom 
could be changed from time to time to take 
advantage of special skills and interest. A 
course might be made up from intermedi- 
ate level accounting principles, the law of 
corporations, and investments. Integrated 
with cost accounting might well be ma- 
terial commonly taught in courses in pro- 
duction control and marketing manage- 
ment. Integrating our curriculum in such 
a fashion would require a great deal of 
effort. At least two substantial benefits 
should arise. One would be in the effect 
upon a student. He would not be led into 
the habit of thinking of each discipline as 
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a subject apart from all others. Instead 
each subject would be taught in the total 
environment. The student would not for- 
get production when studying cost ac- 
counting, and vice versa. 

The second great benefit would be in 
eficient utilization of teacher and student 
time. Now we, in the various departments, 
spend time trying to show the relation of 
our subject to others. In an integrated 
course, thinking in terms of such relation- 
ships would become automatic. Problems 
and readings could encompass several 
fields at one time. We teachers would be 
spared the problems associated with the 
fact that students take courses out of se- 
quence and the problems of prerequisites 
that are desirable but not required. All 
would be equally prepared for the course, 
but they would still bring to the section 
the diversity of prior sections led by dif- 
ferent teams of instructors and the di- 
versity of individual experience. 

In this paper, I have made no effort to 
lay out a specific program for achieving 
more efficient utilization of our teaching 
manpower. Instead I have tried to lay out 
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four areas which should be considered in 
our quest. The first is to reconsider our 
objectives in teaching and to vary our 
methods in accord with the objectives. 
Where appropriate we can enlarge greatly 
the size of our audience aided by the me- 
chanical devices of our age. Second, we 
might be able to teach our four-hour sub- 
jects in two. Third, I suggested that we 
might reorganize our personnel, in ful- 
filling the many duties on a campus, di- 
viding not only the responsibilities for 
administration, research, and teaching but 
also dividing teaching responsibilities 
along lines other than the individual 
course. Fourth, I suggested a possible re- 
organization of the course structure within 
our schools. The only one of my sugges- 
tions that seems to be in practice today is 
the use of mechanical aids in enlarged 
classes. The others are largely untried. 
They are offered as a challenge. They will, 
if nothing more, enlarge our scope of 
thinking on this whole subject which is 
pressing today and will press even harder 
as our enrollments double during the next 
dozen years. 
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THE CHALLENGES OF A CONTINUING 
EDUCATIONAL PROGRAM FOR 
PUBLIC ACCOUNTANTS! 


PauL GARNER 


Dean, School of Business Administration, University of Alabama 


to go into detail as to the status of the 
various continuing education courses 
now available through the AICPA. 
Rather, the discussion will be centered on 
the broader aspects and implications of 
professional education for persons who 
have already joined the staffs of CPAs, 
or who may now be practicing as Certified 
Public Accountants. 
As an introduction to this paper, the 
following quotations are pertinent. 
At the 1957 annual meeting of the 
AICPA, Dr. Earl J. McGrath, former 
U.S. Commissioner of Education, stated: 


“Accounting is far behind other professional 
groups in providing continuing education for 
those who have taken a degree. To be sure greater 
initiative and imagination could be exercised 
within institutions in developing postgraduate 
and refresher courses in accounting. But until 
practicing accountants demand this type of edu- 
cation, take advantage of it, and more particu- 
larly provide the needed financial support and 
personnel to make it possible, the present situa- 
tion is not going to improve very quickly. To the 
outsider no matter is of more urgent importance 
than this. Professional societies in accounting, 
local and national, with the help of colleges and 
universities should devise post-bachelor degree 
courses of various types and duration to satisfy 
the needs of those who have already entered 
practice.’ 


An editorial in the January, 1957, 
Journal of Accountancy stated: 


[ THIS paper there will be no attempt 


“The development of advanced training programs 


* Based on an address given at the Annual Meeting of 
the American Institute of Certified Public Accountants 
in Detroit, October, 1958. 

? An excellent summary of the present courses is con- 
tained in an article by Elmer Beamer, The Journal of 
Accountancy, November, 1958. 

* The Journal of Accountancy, April, 1958, page 47. 


in a variety of forms is a major undertaking for 
the profession, and the committee on accounting 
personnel has been wise to make haste slowly, 
Poorly prepared or poorly administered courses 
could set the whole idea back for years. Neverthe- 
less, it is to be hoped that progress can be much 
more rapid from now on. 


“‘All signs point toward even more spectacular 
advancement for the position of the accounting 
profession in the economy in the future than in 
the past. Accountants both in public practice and 
in industry are being called upon to render an 
ever-increasing variety of services. Continuing 
education on a much broader scale than has been 
available in the past will be required if the pro- 
fession is to meet its responsibilities and take full 
advantage of its opportunities.” 


The late Robert L. Kane had this to say 
in the October, 1957, Journal of Ac- 
countancy: 


“Each professional man assumes an obligation of 
maintaining and extending his competence during 
his entire professional career. While basically that 
may be an individual responsibility, other pro- 
fessions have concluded that their organizations 
have an opportunity, and probably a responsi- 
bility, to assist and encourage their members to 
engage in systematic and continuous efforts at 
keeping abreast of developments and expanding 
their knowledge and competence. Just as in the 
area of staff training, we find here a number of 
possible patterns. The profession has not explored 
all of them or made basic decisions as to how it 
should proceed.” 


Elmer Beamer, in a recent address, said: 


“What are the forms and methods of training for 
a profession? Training in a profession must be a 
continuing matter—it should include training by 
formal education as well as training by experience. 
But experience is useful only when he who has the 
experience is qualified to learn the right lessons 
from it. Formal education aims to give him these 
qualifications. The problem of doing so, however, 
is a little difficult since formal education comes 
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Challenge of Continuing Educational Program 


frst and in a big quantity; then experience fol- 
lows and continues indefinitely—too often with- 
out further formal education. Internship pro- 
grams and cooperative college systems aim at pro- 
viding a bit of experience to supplement and make 
more useful the formal education. 

“How can the professional man’s experience be 
used to further his effectiveness? Continuing for- 
mal education at the adult level on a part-time 
basis provides the answer. Long years of expe- 
rience are, no doubt, of great help in developing the 
judgment required, for example, by a competent 
accountant, but experience alone does not do this. 
Experience is meaningful and useful only when 
lessons can be drawn from it. By sound programs 
of continuing formal education, experience can 
be made more meaningful. Further, a man who 
has had experience exhibits much greater ability 
to absorb classroom work and to visualize prac- 
tical applications of theory. 

“Why have the long-established professions con- 
sidered it necessary to embark on continuing 
adult-education programs? The answer seems 
clear—some of the members of our professions 
did not get as much formal education as others. 
More importantly, there is a constant flow of new 
materials, new theories, new practices, new busi- 
nesses, new techniques, which need to be studied 
and mastered.’’ 


A former Vice-president of the AICPA, 
the late Warner Ring, in an address before 
the American Accounting Association in 
1957, commented: 


“Along with other groups in the business com- 
munity the CPA now stands at the commence- 
ment of a new thrust in economic functioning, 
and this novelty is of supreme importance to our 
education. ... Continuing education is not only 
a big problem; it is interwoven with most, per- 
haps all, of the major problems that the profes- 
sion faces.... The problem is immediate. ... 
The practitioner with vision is also asking: where 
are we going to learn to give accounting and 
auditing services in a number of unfamiliar in- 
dustries and organizations. How are the staffs of 
the smaller firms and individual practitioners to 
receive proper training? In other professions, 
though not all, the universities have taken quite 
a hand in answering such questions. ... There 
is a pressing need to revive the habit of seeking 


* Proceedings, Louisiana Tech Accounting Confer- 
ence, 1957, pp. 8-9; reprinted in The Journal of Ac- 
countancy, November, 1958. 


227 


organized instruction on the part of the practicing 
members of the accounting profession.’ 

All of the stated authorities stress (1) 
the inevitability of a continuing education 
program in professional accounting and 
(2) the attractive challenge presented at 
the present time for making some real 
headway in this phase of the development 
of the public accounting profession. 


Favorable Factors: 


1. The relative newness of the CPA pro- 
fession is a distinct advantage in that 
there is no need to be hide-bound by tra- 
ditions. Patterns and techniques of con- 
tinuing education for CPAs can be filled 
with innovations, if need be, without dis- 
turbing sensitive spots. The newness of the 
program also makes it possible to profit 
from the experience of other groups. Ac- 
countants can “pick and choose” from 
those activities which have been tested 
through time by other professions. This 
feature has already proved to be helpful 
in the planning and execution of the CPA 
program thus far; it will be even more ad- 
vantageous in the future. 

2. The pervasive influence, strength, 
and high standing of the CPA profession 
willalso prove to beadvantageous when the 
profession really sets its sights on a major 
continuing education program. While 
there are still some segments of society 
which have not been cultivated, CPAs 
have largely broken the barriers and have 
attained full professional status. As John 
Carey expresses it: ““The CPA certificate 
has acquired a lot of prestige—more than 
many CPAs realize. People have come to 
trust CPAs. A CPA can’t touch anything 
without adding to its credibility.”* But 
Mr. Carey hastens to add that “We have 
barely scratched the surface of our public 
relations problems. The accounting pro- 


‘ = Tue AccountTING Review, April, 1958, pp. 183- 
® The Journal of Accountancy, May, 1956, p. 55. 
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fession is widely underrated. It has grown 
so fast that public understanding has 
lagged behind.’” This latter point has im- 
plications in the future development of the 
Institute’s continuing education program 
in that the program must include material 
and courses which will aid individual 
CPAs to become personally conscious of 
their capabilities for serving the public as 
well as to encourage them to become 
acutely aware of their responsibilities in 
the area of public relations. 

3. The very rapid growth in numbers of 
people in the profession during the past 
fifteen years affords a double advantage: 
(a) there is a large number of relatively 
able people who should be ready for con- 
tinuing education, and (b) these people are 
mostly in the younger age brackets, which 
means that they could be eager and en- 
thusiastic “customers” for a rigorous pro- 
gram of continuing education, given ade- 
quate stimulation and motivation. These 
are indeed striking advantages; together 
they constitute a splendid starting point 
upon which to build a program which 
might be widely praised within a few 
years. There must be literally thousands 
of men and women in public accounting 
today who might be ready for greater re- 
sponsibility, provided they have sufficient 
experience and training. At least 20,000 
of these have started to work within the 
last five or six years. Here, then, is a large 
group of potential enrollees for courses of 
all types. It is this core group which, in 
my opinion, should be intensively culti- 
vated by the Institute. However, the effort 
should not be limited to the newcomers— 
there are thousands of other practitioners 
who should also be constantly enrolled in 
some self-improvement course. 

4. The type of firm organization which 
exists in public accounting can also be a 
source of strength (or advantage). This 


* The Journal of Accountancy, May, 1956, p. 57. 
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has reference to the fact that there are q 
dozen or so national firms and severaj 
thousand smaller local firms. Other pro. 
fessionals do not have exactly this situa. 
tion. There are no national legal or medica] 
firms, for example. However, many U.S. 
Banks have a large number of employees 
and some of them have branches; these 
factors have undoubtedly been conse- 
quently in the development of the Ameri- 
can Institute of Banking. 

In what way can the CPA profession 
utilize this source of strength and the im- 
plicit advantage occasioned by the exist- 
ence of national firms? (a) The staffs of 
these firms can furnish a nucleus around 
which courses can be organized in many 
cities, assuming that the key people in the 
offices of these firms become convinced 
that continuing education is sound and 
necessary for the profession. The joint en- 
deavors of both large and small firms in 
this direction would make the total impact 
more impressive. This kind of cooperative 
effort might well be a unique advantage 
which CPAs have in the area of post- 
graduate education for greater professional 
growth. It has already been the experience 
in several of the AICPA courses that the 
offering of the course would have had to be 
abandoned, for lack of enrollees, if a 
national firm (or firms) had not furnished 
a strong contingent of students. (b) The 
bringing together of staff men and part- 
ners from both large and small firms will 
also prove, in my opinion, to be an ad- 
vantage. The swapping of their experi- 
ences, techniques, and basic concepts of 
practice can only result in good influences, 
bringing with it a greater respect for the 
judgment of each other. (c) The larger 
firms can possibly furnish much greater f- 
nancial support for the proposed Institute’s 
continuing education program; their re- 
sources are extensive and they can afford to 
experiment and to take the long-view in re- 
gard to staff development. This is not to 
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imply that local firms should not carry a 
heavy responsibility—they have already 
demonstrated their interest—but the pro- 
fession should capitalize even more than in 
the past on the fact that large national 
firms are a source of strength (or advan- 
tage) in this area of professional growth, 
which is practically non-existent in other 
well known professions. The top executives 
of these firms, however, must be thor- 
ougly convinced that the long range goals 
of the profession will be reached much 
sooner if they and their staffs participate 
actively in the program, with both attend- 
ance and strong financial support. 


Unfavorable Factors: 


1. There is a serious lack of basic mate- 
rial for the preparation of continuing ed- 
ucation courses and lectures. A portion of 
this lack arises from the confidentiality of 
much of the work done by CPAs. This re- 
luctance to discuss clients limits the give 
and take necessary in a continuing educa- 
tion course. Other people have commented 
on this handicap.® It has been a real stum- 
bling block in the path of improved colle- 
giate education for the young people who 
are preparing themselves for the profes- 
sion. The resistence to ‘‘opening up the files 
and talking on the record” is natural 
enough in view of the traditions underly- 
ing the work of CPAs. However, it is clear 
that some way must be found to eliminate 
this limitation before much real progress 
can be expected. As a matter of interest, 
one of the much needed courses now in 
preparation by the AICPA is bogged down 
because of this very point. Several of the 
critical readers of the preliminary manu- 
script felt that an excellent start had been 


; *Cf., Report of Commission on Standards of Educa- 
tion and Experience for CPAs, pp. 55, 131, 140; Frank P. 
Smith, Proceedings of 19th Annual Institute on Account- 
ing, Ohio State University, 1957, pp. 34-35; William H. 
Whitney, Letter to Editor, The Journal of Accountancy, 
October 1957, p. 24; Walter G. Kell, Taz ACCOUNTING 
Review, April, 1958, p. 200. 
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made, but that much clinical material and 
examples were needed to make the course 
effective. The latter material presently is 
not available on any large scale basis. 

Other professional groups have been able 
to reduce this limitation to almost zero. 
Doctors, for example, delete only the names 
(and sometimes faces) and go right ahead 
with both oral and written descriptions of 
clinical experiences. Lawyers have their re- 
ported cases, their briefs, and their publicly 
recorded documents; these are used ex- 
tensively in their continuing education pro- 
grams. Bankers now seem to be able to fur- 
nish material for courses without too much 
trouble. (They probably had the same dif- 
ficulty as CPAs in their earlier years.) 

In making these comments on the pau- 
city of raw material for these courses there 
is no intention to disparage the splendid 
work which has been done by the AICPA 
Committee on Auditing Procedures in pre- 
paring Audit Case Studies, etc. There is 
also a modest amount of case description in 
The Journal of Accountancy. 

2. The lack of a deep and strong rapport 
between universities and the CPA profes- 
sion will also be a partially limiting factor 
until it is corrected. As pointed out in the 
Report of the Commission on Standards of 
Education and Experience for CPAs, the 
college programs in accounting have had in 
the past several objectives at both under- 
graduate and graduate levels. They are not 
limited to public accounting. Their staffs, 
therefore, will not be generally as inter- 
ested in helping to promote and participate 
in CPA continuing education efforts as in 
the case of law and medicine, for example. 
Even though the Commission recom- 
mended the establishment of a selected 
number of professional post-graduate pro- 
grams in public accounting, little has been 
accomplished thus far. 

In order to obtain the most favorable en- 
vironment for a really effective CPA con- 

tinuing education program, there should be 
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a very close liaison between accounting ed- 
ucators and the practitioners. As John 
Carey expresses it: “CPAs should pay more 
attention to the educational system and 
curricula which produce future assistants 
and partners. We must keep in touch with 
deans and accounting faculty.”® And one 
educator has said: ‘‘It behooves accounting 
teachers of all ages teaching in the small 
college or the large university to hustle 
down from the Ivory Tower and go into the 
busy market place and find out what’s go- 
ing on and why. An accounting teacher 
lives in a dynamic world and the methods 
he teaches must be constantly renewed to 
adapt them to changing situations.””!° I 
have said elsewhere: “So far as the uni- 
versities are concerned there should be con- 
stant encouragement of organizational 
work, through promotions, subtle influ- 
ences, and reasonable budget allocations." 

Accounting faculty members and univer- 
sities in general are in a position to give 
considerable impetus and effective support 
to a continuing education program. Their 
influence can be helpful with both present 
and past students if they wish to make it 
felt. As the late Warner Ring stated it: 
“The teachers of accounting can make a 
truly great contribution to continuing ed- 
ucation.”’” It isstronglyrecommended that 
the proposed expanded continuing educa- 
tion program include some mechanisms 
whereby full-time accounting instructors 
may participate in a vital way. 

3. The comparatively high turnover of 
CPA staff members, especially at the lower 
echelons, isa handicap in promoting a wide- 
spread continuing education program. It is 
well known that there is a major amount of 
moving out (and some moving in) of public 
accounting work. Editorials and speeches 


® The Journal of Accountancy, May, 1956, p. 57. 

10 T. F. Debnam, THE AccouNTING REvieEw, April, 
1957, p. 312. 

THe ACCOUNTING REvieEw, April, 1957, p. 303. 

® Tue AccouNTING REview, April, 1958, p. 184, 


have been written on the causes and effects 
of this turnover. Researchers in California 
have made a comprehensive study of this 
‘“‘problem.’’ Many people move out of CPA 
work before they obtain their certificates, 
while hundreds of others leave public prac- 
tice with the CPA designation in hand. It 
is not suggested that this migration is nec- 
essarily bad, but it certainly is a deterrent 
in the development of a widely pervasive 
continuing education program. The strong 
possibility of ‘making a move’”’ is not con- 
ducive to obtaining major support for a 
rigorous series of training courses at any 
level. There are too many young people 
who take a “‘shopping around” attitude to- 
ward a potential CPA career. The causes of 
this are probably deeply rooted; other pro- 
fessions are not so handicapped. One of the 
immediate objectives of the Institute’s en- 
larged educational program should be con- 
cerned with the minimizing of this attitude. 
It might be emphasized, however, that a 
truly effective continuing education pro- 
gram would in itself tend to give young 
staff accountants a greater respect for the 
profession. This in turn would reduce the 
“moving on” attitude. 

4. Another handicap in the path of CPA 
continuing education programs is the ma- 
jor amount of out-of-town work which some 
firms have. And, unfortunately, the lower 
echelons of the staff usually have more of 
this than partners, although there are ex- 
ceptions, of course. The men who have 
been with the firm ten years or less are fre- 
quently the ones who do the most travel- 
ing. Their schedules, therefore, often pre- 
clude them from participating in extended 
programs of continuing education. Some- 
thing will have to be done to ameliorate 
this situation. 

5. The still large seasonal factor in pub- 
lic accounting work is also a limiting fea- 
ture. While this is not quite so important 
as it was a decade ago, there remains an at- 
titude of not-doing-anything-except-turn- 
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out-the-work for five or six months of the 
year. Then, when the busy season is sup- 
posedly over, many practitioners wish to 
relax or take a vacation. This problem has 
existed for many years in CPA review 
courses; the seasonal factor will have to be 
studied with the objectives of reducing the 
handicap involved. 


Future Plans 


Even though there are numerous prob- 
lems still to be solved in the expansion of 
the Institute’s program of continuing ed- 
ucation, the future is filled with promising 
prospects. The recent approval by the 
AICPA Council of a plan to enlarge the 
continuing education activity is most en- 
couraging. The Institute has appointed a 
six-member Board of Managers to super- 
vise the expanded program. The Board in 
turn will select an administrator or direc- 
tor. It is hoped that the original appropria- 
tion of $50,000 will be sufficient to carry 
the program until the receipts from the 
courses are enough. to meet the expendi- 
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tures. However, additional amounts may 
be necessary. 

This enlarged program will probably in- 
clude the development of (a) more courses 
for the local practicing CPAs and their 
staffs; (b) courses in the fringe areas of ac- 
counting, auditing, and management serv- 
ices; (c) courses for specialists in taxes, sys- 
tems, operations research and the like. 
Qualified instructors will also be required; 
the Institute’s expanded program will pro- 
vide a real incentive for those experienced 
practitioners and professors of accounting 
who have an interest in continuing educa- 
tion for the profession. As the Editor of 
The Journal of Accountancy stated: ‘The 
leaders among accountants have always 
been men who recognized that learning is a 
lifelong process in any profession. The pro- 
gram to be developed as a result of the re- 
cent action by the Institute’s Council is 
certainly one of the most important ever 
undertaken by the accounting profession. 
It deserves general support.’ 


- Editorial, The Journal of Accountancy, June, 1958. 
6. 
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REVENUE REALIZATION, GOING CONCERN 
AND MEASUREMENT OF INCOME 


REED K. STOREY 
Assistant Professor, University of Washington 


the assumption of the going concern 

is an essential accounting conven- 
tion or “principle.” It rules out the use of 
liquidation values in statements and, in 
addition, forms the basis of depreciation 
accounting, i.e. that fixed assets and intan- 
gibles should be amortized over their use- 
ful life rather than some shorter period. 
“The possibility of abrupt cessation of ac- 
tivity cannot afford a foundation for ac- 
counting... 

In spite of this accord, no general agree- 
ment exists regarding the meaning of the 
term, “going-concern value.’ Witness the 
following: 


are generally agreed that 


It is also this assumption [going concern] which 
supports the view that assets are unamortized 
costs rather than current values.? 


... going value, under standard accounting 
procedures, is cost less any applicable portion of 
a reserve for depreciation or other valuation ac- 
count, and is synonymous with book value.’ 


Cost is the proper basis for accounting for assets 
and expenses, but modifications to a going-con- 
cern basis of valuation are sometimes acceptable.‘ 


The meaning of the term in the first two 
quotations is diametrically opposed to that 
in the third. 

This confusing usage, which is common 
among accountants, stems from the failure 
to distinguish the effect on income determi- 


1 W. A. Paton and A. C. Littleton, An Introduction to 
Corporate Accounting Standards, (Columbus, O.: The 
American Accounting Association, 1940), p. 9. 

? Rufus Wixon (editor), Accountants’ Handbook, 
(Fourth Edition; New York: The Ronald Press Com- 
pany, 1956), p. 1-15. 

* Eric L. Kohler, A Dictionary for Accountants, (Sec- 
ond Edition; Englewood Cliffs, N. J.: Prentice-Hall, 
Inc., 1957), p. 237. 

*H. A. Finney and Herbert E. Miller, Principles of 
Accounting, Intermediate, (Fourth Edition; Englewood 
Cliffs, N. J.: Prentice-Hall, Inc., 1951), p. 599. 
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nation and asset valuation of the going con- 
cern assumption from the effect of another 
important accounting convention—that 
relating to the realization of revenue. The 
latter has its foundation in the recognized 
need to base accounting estimates on ob- 
jectively verifiable evidence, and results, in 
most cases, in the recognition of revenue at 
the time of sale. An understanding of the 
relationship between these two important 
conventions is essential to proper usage of 
the term—‘“going concern value.” 

The realization rule is the more recent of 
the two conventions. It probably did not 
exist at all before the First World War! 
and at least one writer® states that the first 
official statement of the concept was made 
in 1932 in the correspondence between the 
Special Committee on Cooperation with 
Stock Exchanges of the American Institute 
of Accountants and the Stock List Com- 
mittee of the New York Stock Exchange. 
The letter referred to rejects the method of 
determining income by the inventorying of 
assets at the beginning and end of each pe- 
riod in favor of the recognition of profit at 
the time of the sale.’ This concept of profit 
was gradually taking form during the pe- 
riod after the First World War and had be- 
come dominant in the field of accounting 
determination of net income by the late 
1930’s.* That it was influenced by the con- 
cept of income laid down by the Supreme 


5 Study Group on Business Income of the American 
Institute of Accountants, Changing Concepts of Business 
—— (New York: The Macmillan Co., 1952), pp. 21, 

* Samuel J. Broad, ‘Cost: Is It 2 Bending Principle 
or Just a Means to an End?” in Journal of Accountancy, 
May 1954, p. 583. 

T Audits of Corporate Accounts: Correspondence with 
New York Stock Exchange, (New York: The American 
Institute of Accountants, 1934), pp. 5-7, 14, 25-26. 
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Court in early income tax litigation is quite 
obvious.’ Before about 1930, however, 
there was no generally accepted method 
that can be called a logically complete ac- 
counting theory of asset valuation and in- 
come determination. Existing practice was 
a congeries of methods based fundamen- 
tally, but not completely, on what was, and 
still is, known as the ‘‘assumption of thes 


going-concern” or the “‘postulate of perma- ” 


nence.”’ 

Although this concept was never allowed 
to reach the full stage of its possibilities in 
practice, its theory was quite fully ex- 
pounded and it probably consists of the 
earliest attempt to develop a logical and 
complete theory of accounting valuation of 
assets and determination of income. Even 
so, it is a modern development. Accounting 
and bookkeeping literature prior to the lat- 
ter part of the nineteenth century is singu- 
larly devoid of accounting theory. It con- 
sists for the most part of descriptions of 
techniques and procedures, and to a sub- 
stantial degree the various writings are 
simply copies of each other.’® Assets still on 
hand at the time of closing were simply in- 
ventoried, and there appears to have been 
no generally accepted valuation basis in as 
much as cost, cost or market, net realizable 
value, selling price, and other bases are 
mentioned. Because all interested persons 
were usually parties to the transactions in 


* See for example: A. C. Littleton, “Suggestions for 
Revision of Tentative Statement of Accounting Princi- 
ples,” in THe AccouNnTING REVIEW, March, 1939, pp. 
57-64; and Stephen Gilman, Acc ¢ C of 
Profi (New York: The Ronaid Press {0395 


p. 1 

9 Eisner v. Macomber, 255 U. S. 189. In the decision 
of this case, Mr. Justice Pitney emphasized the separa- 
tion of income from capital: 32 ee gain accruing 
to capital; not a growth or increment of value in the in- 
vestment, but a gain, a profit, something of exchangeable 
value, proceeding from the property, severed from the 
capital... . ”’ (p. 193, italics in the original). Severance 


or sale has been the primary test of taxable income 
since that time (1920). 

10 Henry Rand Hatfield, ‘An Historical Defense of 
Bookkeeping,” in Journal of Accountancy, April, 1924, 
pp. 241-253. See also A. C. Littleton, Accountin ee 
tion to 1900, (New York: American Institute Publishin; 
Company, 1933), p. 365 
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some way, the valuation more than likely 
depended on some agreement among them. 
Into this situation, Lawrence R. Dicksee 
introduced the concept of the going con- 
cern. The earliest comprehensive discus- 
sion of the concept appeared in his book on 
Auditing, which was first published in Lon- 
don in 1892. Inasmuch as his theory was 
based largely on the existing conditions and 
thinking of his time, it must be discussed in 
that setting. 
Dicksee’s statement of the proposition is 
simple: “It being the primary object of 
most ordinary undertakings to continue to 
carry on operations, it is fair that the assets 
enumerated in a Balance Sheet be valued 
with that end in view.’”" He then discussed 
the application of this rule in connection 
with three types of enterprises: (1) the 
Parliamentary Companies that were or- 
ganized to undertake certain public works 
such as canals, railroads, and similar proj- 
ects; (2) the private traders, partnerships 
and proprietorships, that were inseparable 
from their proprietors; and (3) the “‘reg- 
istered” companies that had perpetual ex- 
istence under the Companies Act of 1862. 
The Parliamentary companies were re- 
quired by law to keep their accounts under 
the special form known as the double ac- 
count system in which all monies spent on 
the construction of the canal, roadbed, or 
other permanent assets were recorded in a 
separate account, the Capital Expenditure 
Account. Inasmuch as it was the purpose of 
the company to maintain such assets per- 
petually, their actual value need not be 
considered subsequently and no fluctuation 
in their value was allowed to affect the 
‘General Balance Sheet” and current prof- 
it and loss figures of the company. Even 
depreciation due to wear and tear was kept 
out of the current accounts so that the 
Capital Expenditure Account always 


1! Lawrence R. Dicksee, Auditing, (Sth ed.; London: 
Gee and 179. 
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showed the cost of the capital asset for 
which the company existed, and only re- 
pair and maintenance costs appeared in the 
current profit and loss calculations. 

The private traders, according to Dick- 
see, while not facing the contingency of 
liquidation at “‘knock-down”’ prices, had to 
face the certainty of an eventual revalua- 
tion when the proprietorship changed 
hands. Therefore the assets must be valued 
“as a going concern,” a necessarily elastic 
term, implying ‘“‘at such value as they 
would stand in the books if proper depreci- 
ation had been provided for—the term ‘de- 
preciation’ being taken to represent the 
amount by which the value of an asset has 
become reduced by effluxion of time or 
wear.’”® A fluctuation in value caused by 
external circumstances was to be con- 
sidered only when the business changed 
hands. Inasmuch as the private traders 
were not required to retain the undertaking 
intact, the double-account principle did not 
apply in their case. 

The case of the registered companies 
presented a more difficult problem. Be- 
cause the companies were granted a per- 
petual existence by law, they were theo- 
retically permanent (though not so prac- 
tically), and the double-account principle 
of valuation might be applied except for 
the difficulty of definitely distinguishing 
the permanent assets, caused by the fact 
that these companies were not obligated to 
retain possession of any assets. He con- 
cludes that it is better to avoid using any 
system of accounts requiring a definite enu- 
meration of permanent assets and therefore 
suggests the single balance sheet system 
used by the private traders. 

There was a further problem to be con- 
sidered in the case of the registered com- 
panies, namely, that some increases in as- 
sets were not legally divisible profits, and 
some decreases (losses) did not have to be 


8 Tbid., pp. 180-181. 
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made good before dividing profits. In order, 
therefore, that the Profit and Loss Account 
might show the balance which actually and 
legally existed as available for dividends, 
it was necessary, even in private trading 
companies and registered companies, to 
distinguish (although not definitively) be- 
tween the two general groups of fixed and 
floating assets. The former he defined as 
“those with which business is carried on” 
and the latter as ‘‘those in which business 
is carried on.’’* His principles of valuation 
were based on the concept that assets 
should be valued according to (1) the as- 
sumption that the business intended to con- 
tinue operations—the going concern, and 
(2) the dividend requirements of the law. 
In the case of fixed assets, only the wasting 
that directly contributed to profit was to 
be charged to revenue, while fluctuations 
in value due to external factors must not 
be allowed to affect the Profit and Loss 
Account. On the other hand, because it is 
the “‘essential feature of floating assets that 
the whole aim of the undertaking is to con- 
vert—or be able to convert—them into 
cash at the earliest possible opportunity, 
the element of immediate realization is an 
important factor in their value.’’” Profit 
must not, however, be anticipated, profit 
on manufacture being earned only when 
manufacture was completed and profit on 
trading being earned only when the sale is 
completed. It was not, however, ‘‘invari- 
ably essential” to await the sale to rec- 
ognize the manufacturing profit. 

In another work, Dicksee states the 
proposition thusly: 


The justification for thus ignoring fluctuations in 
the value of Capital assets is that these assets 
have been acquired, and are being permanently 
retained, not with a view to their being eventually 
realized at a profit in the ordinary course of busi- 
ness, but with a view to their being used for the 
purpose of enabling trading profits to be made in 


4 Tbid., p. 183. Italics in the original. 
Ibid. 
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other ways.... For practical purposes, there- 
fore, these fluctuations may fairly be said to be of 
no account, and in any event it is quite an open 
question whether, pending a realization (which 
js not contemplated), any more reliable basis of 
value could be adopted than the actual cost in the 
first instance. 

In the case, however, of assets which it is not 
intended to retain and utilize in the business (as 
for example, Stock, Book Debts, or temporary in- 
vestments), a wholly different question arises. 
Here, if the accounts are to be upon a sound basis, 
it is important not to lose sight of the fact that 
the whole object of the business is to convert 
these items into cash at the earliest possible mo- 
ment, or at any moment that may be thought con- 
venient. In every case therefore the intrinsic 
value at the moment is clearly a potent factor, 
and any shrinkage that may have taken place 
must consequently be regarded as a realized loss, 
if the accounts are kept upon a sound basis, and 
as such it must be deducted from the value of the 
asset and debited to Revenue. Per conira appre- 
ciations in the value of these floating assets might 
with equal propriety be credited to Revenue but 
as, pending actual relaization, there must always 
be a doubt as to whether any such appreciation 
has actually occurred, it is only prudent to post- 
pone taking credit for the assumed profit until 
such time as it has been actually earned." 


Dicksee thus built a logical theory of ac- 
counting valuation based on English law 
and the existing conditions and thought 
of this time. His distinction between types 
of assets was not unlike those of the clas- 
sical and neo-classical economists,!’ and his 
method of valuing them reflected the Par- 
liamentary company law that required per- 
manent assets to be valued at cost, and the 
dividend statutes which permitted no div- 
idends from unrealized appreciation of fixed 
assets. The law apparently made no stipu- 
lation as to the valuation of current or 
floating assets, but the logic of the going 


Lawrence R. Dicksee, Advanced Accounting, (Lon- 
don: Gee and Co., 1903), p. 5. 

™ See for example: Adam Smith, An Inquiry into the 
Nature and Causes of the Wealth of Nations, (New York: 
The Modern Library, 1937), pp. 262-267; John Stuart 
Mill, Principles of Political Economy, (2 vols.; Boston: 
Charles C. Little & James Brown, 1848), Vol. 1, pp. 
108-112; Alfred Marshall, Principles of Economics, (8th 
ed.; New York: The Macmillan Co., 1949), p. 75. 
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concern required that fluctuations in their 
value to be taken into account. In brief, 
then, his valuation theory required fixed 
assets to be valued at cost, with deprecia- 
tion charged to revenue, and current assets 
to be valued at realizable value. 

Although no concensus regarding its 

implementation existed, this assumption of 
the going concern was the most important 
basis for the valuation of assets, at least 
until the late 1920’s. Henry Rand Hatfield, 
the most significant American writer on ac- 
counting of the period, lays great stress on 
it in both his 1909 and 1927 volumes. He 
calls it a “general principle which, with 
various applications, is now universally ac- 
cepted,’”® and “perhaps the nearest ap- 
proach to such a general rule” of asset re- 
valuation in accounting periods subsequent 
to purchase that “helps materially in se- 
lecting a somewhat general principle for 
valuation of assets.’”* This ‘“‘general prin- 
ciple of valuation” is stated in both vol- 
umes: 
The proper value of assets is that which they have 
to the holding concern, and not that which they 
might have to other persons, whether these per- 
sons are ordinary customers, or those who might 
bid on the assets at a liquidation sale. The value 
is that which they have to the company as then 
existing and not to a company in the hands of a 
receiver, or one closing up its accounts and going 
out of business.”¢ 


In the application of this principle, Hat- 
field, like Dicksee, recognized that the 
acceptance of this basis of revaluation ne- 
cessitated. a “distinction of great impor- 
tance, that between ‘fixed’ and ‘circulating’ 
assets’’ and stated the rules of valuation for 
the two classes: 


There is coming to be recognized a difference in 
the basis of valuation of these two classes of 


York: D. eton: t company, p. 80. 
19 Hatfield, Tits Principles 
and Problems, (New York: D. Appleton-Century Com- 
pany, 1927), pp. 74-75. 

20 Hatfield, Modern Accounting, op. cit., p. 81, Hat- 
field, Accounting, op. cit., p. 75. 
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assets, which permits much greater latitude in re- 
gard to fixed assets than is allowed concerning 
circulating assets. In general it is considered legit- 
imate to continue fixed assets at their cost despite 
a subsequent decline in their value. But in valuing 
circulating assets regard must be had to current 
values, although there is some question as to 
whether the market value, even of circulating 
assets, can be accepted where that exceeds the 
original cost.” 


Little disagreement existed with regard 
to fixed assets; accepting Dicksee’s original 
argument that changes in their value due 
to external causes were irrelevant for in- 
come determination purposes, accountants 
valued them at cost less depreciation. Cash 
and receivables fit nicely into the scheme; 
inventory valuation, then as now, was the 
primary source of difficulties. The most 
widely accepted method was cost or mar- 
ket, whichever is lower,” but dissents were 
registered: 

The inventory of a trading concern should be 
valued at cost. It has been held that it is proper 
to compute it on the basis of the market value, if 
such a value is smaller than cost; but it is gen- 
erally denied that a market value higher than cost 
can be used. If the lower value is allowed, there 
is not reason why the higher one should not be. 
There is, however, a good reason why market 
values should not be used at all. Accounting is 
not interested in what would have happened “‘if,”’ 
but in what has actually happened; and since the 
goods unsold were purchased at a certain price, 
the profits realized are to be measured by compar- 
ing that price with the proceeds.* 


Some accountants—Hatfield and Dick- 
see are examples—had thought through 
the going concern convention to its logical 
conclusion, but their analyses were not 
widely accepted. Hatfield’s description of 
accepted practice in his 1927 volume illumi- 
nates the thinking behind that practice as 

* Hatfield, Modern Accounting, op. cit., p. 81, Hat- 
field, Accounting, op. cit., p. 75. 

™ Hatfield, Modern Aq ounting, op. cit., pp. 101-104; 


William Morse Cole, Accounting and Auditing, (Minne- 
apolis, <a Seattle: Cree Publishing Co., 1910), 


Pp. 

* Paul-Joseph Esquerre, The Applied Theory of Ac- 
3 (New York: The Ronald Press Company, 1914), 
p. 171. 
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well as giving a clear picture of his own 
thinking. His own beliefs were substan. 
tially in agreement with Dicksee’s. 


Current practice in regard to the valuation of 
merchandise, including raw materials and partly 
finished goods, is curiously inconsistent and jj- 
logical. If one were to adhere to the oft extolled 
principle that the value to the going concern js 
the fundamental viewpoint, merchandise, being 
designed and destined for sale, should be valued 
at its selling value, making such allowances as 
might be appropriate for expenses of selling, 
fluctuations, and sundry contingencies. Those 
who say that the selling price of fixed assets, be- 
ing of no significance to a going concern, should 
be disregarded in revaluations, should, by that 
same token, maintain that to a concern engaged 
in selling merchandise the price at which it can 
be sold is the significant one., 

This basis, however, is by no means accepted. 
The traditional view has been that merchandise 
should normally be valued at its cost, but that, 
when the market price is less than the cost, the 
latter should be substituted. Confessedly illogical, 
this practice became rather general in the United 
States, being approved by most accountants as 
having the merit of conservatism. Conservatism, 
as used in accounting, ordinarily means any ac- 
tion which tends to keep down the value of assets, 
which understates rather than exaggerates the 
showing of profits.” 


Accountants paid lip service to “valuation 
on the basis of the going concern,” but 
never fully accepted the concept. Its log- 
ical end was simply unacceptable to the 
average accountant. The valuation of an 
asset above its historical cost went against 
his basic creed of ‘‘anticipate and provide 
for all losses, but never anticipate a profit.” 
The language of the realization convention 
however, is not found in the literature of 
the day. Valuation at cost or at cost or 
market was defended in terms of the his- 
torical nature of accounting or the need for 
conservatism rather than in terms of the 
need for objective evidence or the process 
of matching. Essentially, asset valuation 
and income determination were based on 


an incomplete application of the going con- | 


™“ Hatfield, Accounting, op. cit., p. 99. 
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cern convention tempered by conserva- 
tism. As Hatfield pointed out, it was ‘“‘curi- 
ously inconsistent and illogical.” The fail- 
ure to carry the going concern assumption 
to its logical conclusion left a gap in ac- 
‘counting theory which was filled by the 
realization convention. 

The realization convention provided a 
theoretical justification for the valuation of 
inventories at cost—a practice that was 
inconsistent with the going concern con- 
vention. The logic of the realization con- 
vention requires that assets be valued at 
cost until the sale is made, The realization 
convention also affected the concept of in- 
come. Profit became the difference be- 
tween the cost and selling price of the mer- 
chandise sold, not simply a measure of the 
increase in the value of circulating assets 
less the depreciation of fixed assets for the 
period. The realization convention en- 
throned the concept of income that ac- 
countants had been searching for, and it 
both preserved the historical nature of 
accounting and was sufficiently conserva- 
tive to suit the average accountant, es- 
pecially if the cost or market rule could be 
used in conjunction with it. 

The foregoing discussion makes clear 
that the realization rule and the going con- 
cern rule are not one and the same thing: 
The realization convention was, in fact, 
superimposed on the going-concern con- 
vention and the two were, and still are, 
accepted as both contributing to the ac- 
counting theory of income determination 
and asset valuation. For the most part the 
two conventions are complementary, and 
accepting them together causes no diffi- 
culty, but there are areas of basic conflict 
between them in the valuation of assets 
and, therefore, in the measurement of in- 
come. The fact that this is not better un- 
derstood is due to a popular misconception 
about the going concern convention. 

It is often assumed that “going-concern / 
value” is synonymous with ‘‘cost,” and the! 
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term is frequently used with this connota- 
tion. This is natural in as much as valua- 
tion at cost has traditionally been associ- 
ated with the going concern, but, as a 
closer examination of the convention dis- 
closes, the going concern convention is 
quite neutral with regard to such valua- 


tion. It merely rules out liquidation and re- 
quires asset valuation according to in- 
tended use. In the case of fixed assets, it 
requires simply that fluctuations in their 
value due to external causes not be allowed 
to affect operating profit and that depre- 
ciation be charged against revenue, but de- 
preciation might be an amortization of 
cost, a decline in value (as its name im- 
plies), or other measure of effect on profits. 
The traditional valuation of fixed assets at 
cost is much more likely the result of such 
a requirement in English law relating to 
Parliamentary companies than anything 
inherent to the convention itself, which is 
very liberal in this respect. 

In the case of current or circulating 
assets, however, the very opposite is true. 
Not only does the rule reject cost, but all 
other valuations, except that of net real- 
izable value; this is the only value relevant 
for assets which are held specifically for the 
purposes of being realized. 

It is the realization convention which re- 
quires valuation of all unrealized (i.e. un- 
sold) assets at cost, whether they be fixed 
assets or unsold inventories. Furthermore, 
because income under the realization con- 
vention is the difference between sales rev- 
enue and the historical cost of earning 
that revenue, all unrealized assets are de- 
ferred costs of future revenues and nothing 
more. Depreciation under this rule is the 
expired historical cost of the fixed assets, 
although there is nothing inherent in the 
rule that specifies the manner in which the 
costs are to be expired. 

The area of complementarity, between 
the realization and going concern conven- 
tions lies in the area of fixed assets, whereas 
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the area of basic conflict lies in the area of 
current assets. Of the current assets, only 
cash and receivables are valued the same 
under the two conventions, while inven- 
tories, marketable securities, and other 
current assets would be valued at net real- 
izable value under the going concern rule 
and at cost under the realization rule. In 
this area the realization convention is 
clearly dominant in modern accounting. 
These current assets are valued at cost and 


the only vestige remaining of the going con. 
cern valuation in this area is the lower of 
cost or market rule, an illogical and one. 
sided application of the principle. 

It is the realization convention and not 
the going concern convention which re. 
quires valuation of inventories at cost, 
Realization is, therefore, the most impor- 
tant convention in the determination of in. 
come and the valuation of assets at the 
present time. 
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CHARLES A. 


HE accounting profession is express- 

ing much concern over the lay mis- 

understanding of the meaning and 
significance of audit reports and especially 
of the financial statements upon which au- 
dit opinions are expressed. Witness the 
publication, by the American Institute of 
Certified Public Accountants, of the pam- 
phlet 40 Questions and Answers About Au- 
dit Reports; Dean Pillsbury’s valuable dis- 
cussion of the views of certain leaders of 
organized labor in the June, 1958 issue of 
the Journal of Accountancy; the splendid 
work of the Institute’s Committees on Ac- 
counting Terminology and on Auditing 
Procedure; and many other manifestations 
of this concern, too numerous to be cited 
specifically. This concern is of vital inter- 
est, not only to the accounting profession, 
but to the economic community in general, 
and is therefore eminently right and 
proper. 

It seems clear that much of the misun- 
derstanding which is causing concern arises 
from the use by accountants of a technical 
terminology, the connotations of which are 
not clear to lay readers of audit reports and 
financial statements. It would seem that 
we, as accountants, must come to view our 
technical and professional vocabulary as 
just that—a specialized medium of com- 
munication between technicians, which has 
a great value in expressing, on the tech- 
nical and professional levels, specific con- 
cepts and standards with a considerable 
degree of exactitude. It seems too much to 
expect that the lay public understand and 
properly interpret our technical vocabu- 
lary, and that we should no more ask for 
such understanding than the medical or 


’ Pillsbury, Wilbur F.: “Organized Labor’s Views of 
Corporate Financial Information” in the Journal of 
Accountancy, June, 1958, pp. 46 ff. 
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legal professions should ask for similar lay 
understanding of the technical vocabulary 
of its disciplines. The accounting technical 
vocabulary presents some special prob- 
lems because it uses, in many cases, words 
and phrases which are also used in common 
speech and writing in contexts and with 
connotations which may, or may not, co- 
incide at all points with those of the ac- 
counting technical expression. On the other 
hand, medicine and law have carried over, 
from their long histories, many Latin and 
French words and phrases for use in the 
intra-professional expression of technical 
concepts and ideas. These professions at- 
tempt, with some measure of success, in 
communicating with laymen, to translate 
their technical language to a form of ex- 
pression which, while it may lack the nicety 
of shadings of meanings of the technical 
expression, is probably more readily under- 
standable by the layman to whom it is 
addressed. 

The efforts of the Committee on Termi- 
nology and the Committee on Auditing 
Procedure have accomplished much in the 
direction of the reduction of misunder- 
standing by suggesting the modification or 
abandonment of words and phrases which 
have been found to be productive of lay 
misunderstanding. For example, Account- 
ing Terminology Bulletin Number 1 recom- 
mends, as an objective, the abandonment 
of the use of the word “surplus” in the 
traditional accounting technical context, 
and the restriction of the use of the word 
“reserve” to certain specified situations 
somewhat analogous to the ordinary mean- 
ing of that word in common speech,” The 


same Bulletin also discusses in some detail 

2 Accounting Terminology Bulletin Number 1 (New 

York) The Committee on Accounting Terminology, 

ee of Certified Public Accountants, 
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the use of the term “certificate” as synon- 
ymous with “report” or “opinion,” point- 
ing out the hazards of the use of “certifi- 
cate’’ as implying, to the layman, a degree 
of exactitude not warranted by modern 
audit objectives and standards.’ This, and 
other Accounting Terminology Bulletins are 
at pains to differentiate between the mean- 
ings of certain words in common speech 
and the technical values assigned to those 
words in accounting, e.g., “value,” “‘de- 
preciation,” “profit,” “‘cost,” “expense,” 
“income,” and many others.‘ 

The evolution of the present short form 
audit opinion, admirably crystallized by 
the Committee on Auditing Procedure, has 
resulted in a statement which is, in most 
respects, masterful in its specificity in a 
highly compressed form. We succinctly ex- 
press the scope and limitations of our work 
and affirmatively assert our adherence to 
generally accepted auditing standards 
(which arecodifiedin Generally Accepted A u- 
diting Standards*). We do NOT “certify,” 
we express an objective, professional opin- 
ion that the financial statements “present 
fairly.” To this point, this is excellent, but 
we then proceed to add the phrase “‘in ac- 
cordance with generally accepted account- 
ing principles. . .” (which are NOT codi- 
fied). 

In this context, the word “principle” 
presents the difficulty. To the layman, and 
indeed in most professional disciplines, the 
word “principles” connotes something that 
is fixed, immutable, and of universal ap- 
plication. Webster defines it as: 

‘1. Ultimate source or origin; also, original or 
primordial substance. 

2. A fundamental truth or law; a basic doc- 


trine or rule. 
3. One or all of the rules of morality. ... 


Ibid., p. 19. 
‘ Ibid., p. 7 ff. Also Accounting Terminology Bulletin, 
Number 2 (1955), Number 3 (1956), and Number 4 
(1957). All published as indicated in footnote 2, above. 
5 Generally Accepted Auditing Standards (New York: 
The Committee on Auditing Procedure, American In- 
stitute of Certified Public Accountants, 1954). 
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4. Any constituent that gives a substance its 
essential properties; as, the active principle 
of a drug. 

5. A law of nature or a scientific rule by which 
a machine or device is made to work.’* 


It might well be profitable for us to con- 
trast the foregoing definition of the word 
as used in common speech and writing with 
that offered in Kohler’s A Dictionary for 
Accountants: 


“A proposition asserted to be controlling in a 
given system or domain of inquiry and having ac. 
ceptance among members of a professional group 
deemed to be competent in a society; growing out 
of observation, reason, or experiment, a principle 
purports to be the best possible guide in the choice 
of alternatives leading to the qualities desired as 
an endproduct. Some principles are descriptive or 
classificational and have either the form “all, 
some, or no A’s or B’s (a general proposition) or 
the form ‘Y’ is a function of X” (a propositional 
function). Other principles are normative and are 
not concerned with the existence of anything but 
rather state what is preferred or prescribed, 
Among normative principles are definitions—the 
meanings assigned to words—and professional, 
legal, and moral norms and standards. Principles 
are not equally self-evident to all persons. The 
assertion of a descriptive principle establishes 
neither the truth nor the wisdom of a normative 
principle. If a principle is accepted without proof, 
it may be called an axiom, assumption, or postu- 
late.’”" 


Accounting Terminology Bulletin Num- 
ber 1 recognizes and discusses the difficulty 
of applying the customary dictionary def- 
initions of “principle” to those assump- 
tions, postulates, and conventions which 
are called, in a special accounting sense, 
“principles.” Paragraph 18 of that Bulletin 
makes it plain that, in accounting, a “‘prin- 
ciple’’ is not of such a nature as to preclude 
deviation therefrom; on the contrary, it is 
pointed out that in many cases the prob 
lem is that of ascertaining which of several 
partially relevant “principles” is of de 


® Webster's Collegiate Dictionary (Fifth Edition), 
(Springfield, Mass.: G. & C. Merriam Co., 1947). 
7 Kohler, Eric A.: A Dictionary for Accountants (Sec- 
oat = (Englewood Cliffs, N. J.: Prentice-Hall, 
nc., 
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termining applicability.* The problem 
with which we are here confronted is, 
however, not that of defining, within the 
accounting profession, the work “prin- 
ciple,” but that of communicating with 
laymen who cannot be expected to be 
aware of the special meaning assigned to 
the word by accountants. There can be no 
serious quarrel with the Committee’s defi- 
nition of “principle” for intra-professional 
use, but unfortunately, many or most re- 
port readers have neither access to the 
Bulletins nor the inclination to study 
them, and therefore tend to read the 
language of the opinion in the light of the 
definitions of common speech. 

The “ultimate source or origin” of many 
accounting concepts is lost in the mists 
of antiquity and may never have been 
formally stated, as such. As to the nature 
of the “fundamental truth or law” as 
applied to accounting, about the only 
such which is discernible is that of the 
character of accounting as a device useful 
in any organized society for measuring the 
economic effects upon individuals or 
groups of the interchange of goods and 
services between members of the society. 
The definition of ‘‘basic doctrine or rule” 
more nearly approaches our special ac- 
counting meaning of “‘principle”’ than any 
other. We are certainly not required to 
perform strained and tortuous semantic 
gymnastics to square this definition with 
the doctrine of full and fair disclosure, but 
beyond this, we must stretch the defini- 
tion past all recognition by the compilers 
of Webster. Can we advocate, as being 
within any of the Webster definitions of 
“principle,” a series of generally accepted 
conventions which permit, to cite only 
two cases, the use of “‘lifo,”’ “fifo,” “aver- 
age cost,”’ “retail method,”’ and other in- 
ventory valuation techniques, each of 
which will produce materially different 


® Accounting Terminology Bulletin Number 1, p. 10 ff. 
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balance sheet carrying values of the same 
property and similarly variant income 
measurements; or “‘straight-line,” “sum- 
of-the-integers,” ‘declining balance,’”’ or 
other depreciation methods which will also 
produce materially variant carrying values 
and income measurements? 

It is no part of the intent of this paper to 
advocate or insist upon a dead level of 
uniformity of accounting treatment of any 
item or group of items. On the contrary, 
we must be realistic and recognize that 
variations in the factual situation will de- 
mand variations in the accounting there- 
for. This variation in accounting methods, 
producing widely variant results, but still 
within the scope of “generally accepted 
accounting principles,” even though fully 
justified by the facts of the cases, has been 
the source of many strictures upon the ac- 
counting profession by a number of groups, 
notably securities analysts, bankers, 
governmental agencies, labor union re- 
search people, and businessmen in general. 
The trouble, it seems to this writer, may 
not be so much in the application of the 
procedures as it may be in large measure 
attributable to the use of the highly posi- 
tive word “principles” in the opinion 
paragraph, carrying, as it unquestionably 
does, the connotation of something fixed, 
exact, capable of scientific and precise 
definition, and probably set forth ex- 
plicitly in authoritative literature. 

It may be worthy of note that the 
American Accounting Association uses in 
its publications in this context ‘‘accounting 
concepts and standards.” This, or some 
similar terminology, would seem to be 
preferable to “principles” because it im- 
plicity recognizes the factual situation 
that, in modern accounting, there are no 
“principles” in the common sense of the 
word except the fundamental doctrines of 
full and fair disclosure and of high stand- 
ards of professional morality. 
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MANAGERIAL USES AND LIMITATIONS OF UNI- 


FORM DOLLAR ACCOUNTING DATA* 


Henry M. STEELET 


of making accounting data adjust- 

ments for price level changes, little 
specific attention has been given to the 
usefulness, or to the limitations, of ad- 
justed data. Other than for theoretical in- 
terest, it is only on the grounds of useful- 
ness of the adjusted data that justifica- 
tion can be made for the effort and ex- 
pense of performing adjustments. Most 
statements by proponents simply state, in 
very general terms, that adjusted data 
would be useful. Too often there has been 
the assumption that the usefulness of ad- 
justed data was obvious. Opponents often 
reject the contention that adjusted state- 
ments would be useful with the same ab- 
sence of supporting argument as charac- 
terizes the claims of proponents that they 
would be useful. Recently limited atten- 
tion has been given to uses' and to limita- 
tions? of adjusted data, but a more exten- 
sive treatment has been needed. 

Professor Jones, who directed the price 
level study of the American Accounting 
Association, gave an honest appraisal when 
he wrote, ‘We know that the adjusted 
statements provide interesting informa- 
tion which cannot be found in conventional 
statements, but we do not know how use- 


[’ all the controversy over the problems 


* Developed from the author’s unpublished Ph.D. 
dissertation, An Evaluation of the Usefulness and Limi- 
tations of Accounting Data Adjusted for Price Level 
Changes, Indiana University, 1957. 

+ The author is a systems representative in the Data 
Processing Division, International Business Machines 
at Indianapolis. 

Perry Mason, Price-Level Changes and Financial 
Statements. Basic Concepts and Methods (American Ac- 
counting Association, 1956). 

Joel Dean, ‘““Measurement of Real Economic Earn- 
ings of a Machinery Manufacturer,” THe AccouNTING 
Review, April, 1954, 255-266. 

2 James L. Dohr, “Limitations on the Usefulness of 
Price Level Adjustments,” THe AccouNnTING REVIEW, 
April, 1955, 198-205. 
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ful that information may be.’ In a subse. 
quent publication he has discussed some 
uses of uniform dollar figures.‘ 

The usefulness and limitations of ad- 
justed data are an aspect of the problem 
which has needed evaluation to justify 
either the continuation or abandonment 
of further research. The writer attempted 
such an evaluation. This paper is based on 
a segment of that research, which ap 
proached the problem from the viewpoint 
of management, investors, government, 
economists, and labor. Personal interviews 
were conducted with corporation execu- 
tives, investment analysts, economists, 
and labor officials. During the spring of 
1957 corporate officers of fourteen indus- 
trial concerns were interviewed. The 
views expressed to the author agree in 
most respects with those of the large sam- 
ple opinion survey conducted that summer 
by the American Institute of Certified 
Public Accountants.’ 

This discussion assumes that a reason- 
ably satisfactory technique, such as that 
utilized during the price level study of the 
American Accounting Association, has 
been employed to measure the effects of 
fluctuating price levels. It is further as- 
sumed that adjusted data are available on 
a current basis, that is, that at least 
monthly reports may be obtained which 
are expressed in uniform dollars. Those 
managerial uses and limitations of uniform 
dollar acccounting data discussed here are 


* Ralph Coughenour Jones, Price Level Changes and 
Financial Statements. Case Studies of Four Cuan 
(American Accounting Association, 1955), p. 2. 

4 Ralph aoe Jones, Effects of Price Lad 
Changes on Business Income, Capital, and Taxes (Amet- 
ican Accounting Association, 1956), Ch. 8. 

5 “Opinion Survey on Price-Level Adjustment of De- 
The Journal of Accountancy, April, 1958, 
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restricted to price policy, dividend policy 
and stockholder relations, wage negotia- 
tions and employee relations, capital 
budgeting, and government control and 
negotiations. 


PRICE POLICY 


Accounting data are seldom the deter- 
mining factor in price determination. 
Business men often cite competitive, or 
quasi competitive, conditions and the an- 
ticipated actions of so-called ‘“compet- 
itors’” as the major considerations in their 
price policy. Others readily cite the price 
leader of their industry and indicate that 
they must adapt to the pattern of the 
leader. The theory of price determination 
and related empirical studies constitute a 
major sector of economic analysis. Eco- 
nomic theory grants little significance to 
accounting costs per se. Current costs and 
the marginal analysis are cornerstones in 
price theory. 

When a business man is confronted by a 
predetermined competitive market price, 
his cost information will indicate whether 
or not it will be profitable to handle the 
product. In the absence of current cost 
data, historical cost figures will be exam- 
ined with probably some allowance for 
current conditions. Use of standard costs, 
with periodic variance analysis and adjust- 
ment of standards, would tend to reflect 
more current conditions. However, only 
the variable cost component is likely to be 
adjusted. Variances in labor and material 
will be detected readily, but absorption of 
building and equipment depreciation is 
less likely to be adjusted to a current basis. 

It was the feeling of the writer after 
completing his survey that most of the 
corporation executives who were inter- 
viewed use accounting costs as though 
they were adequate approximations of real 
costs. Nearly all make allowances for in- 
ventory price fluctuations, but only a few 
consider higher replacement costs for fixed 
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assets in interpreting historical costs as a 
guide to price policy. When asked if man- 
agement would like to have available for 
pricing purposes accounting costs based on 
either replacement costs or general pur- 
chasing power adjustments of historical 
costs, a majority indicated a preference 
for the former and only one considered the 
latter relevant for pricing decisions. 

In the Association’s price level study, 
the management of one of the four partici- 
pating companies indicated that its price 
policy would have been modified if the 
adjusted information had been available.® 
Apparently this company’s management, 
with some control over its selling price, 
did not fully appreciate the differential 
between its real and nominal earnings. In 
hindsight it may be less difficult to con- 
clude that a higher selling price (or lower, 
as the case may be) should have been set. 
A worthwhile channel of inquiry would be 
to determine why a higher price had not 
been set if that were possible. 

It would seem that, when competitive 
conditions permitted, data on real costs 
would be valuable for price policy. But 
because so many nonaccounting cost 
factors enter in, such as sunk costs and 
opportunity costs, together with the gen- 
eral conditions of supply and demand, the 
writer doubts that, for pricing purposes, 
there is much significance for accounting 
costs adjusted to a uniform dollar basis. 
It also would seem that replacement cost 
figures, provided technological changes 
had not occurred, would be more relevant 
than general price level adjustments, for 
these would indicate the costs confronting 
a new entrant into the industry, that is, 
one acquiring new productive facilities 
rather than adapting plant and equipment 
from other areas of endeavor. Implicit 
recognition is given to replacement costs 


6 Perry Mason, “The Price-Level Study of the 
American Accounting Association,’”’ THe ACCOUNTING 
Review, January, 1955, 43. 
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for inventory, as well as an explicit recog- 
nition through the Lifo flow assumption 
for inventory costing, but little recognition 
seems to be given to replacement costs for 
fixed assets. Use of the latter is limited by 
the difficulty of obtaining reliable apprais- 
als and may be inextricably complicated 
for comparative purposes by technological 
changes. Consequently the use of account- 
ing data adjusted for price level changes 
has definite limitations for pricing pur- 
poses. 


DIVIDEND POLICY AND STOCKHOLDER 
RELATIONS 


Sound management principles, if not 
legal restrictions, prohibit payment of 
dividends which would impair the stated 
capital of a business organization. Conse- 
quently it is necessary to distinguish in- 
come from the recovery of invested capital 
since management is obligated to maintain 
intact the capital invested in the enter- 
prise. This restriction, however, is stated 
in terms of nominal dollars and thus exists 
in a monetary sense only. It is the mone- 
tary capital, not the real capital, which 
must be maintained. 

It is generally agreed that it is desirable 
that managers of unregulated industrial 
and mercantile business organizations 
maintain real capital intact, and further, 
that it is their obligation to do so if within 
their power, knowledge, and ability. Fi- 
nancial institutions, however, such as 
banks and insurance companies, have an 
unusual relationship to the price level 
problem and can not be expected to main- 
tain invested capital in terms of purchas- 
ing power. They deal in dollar obligations, 
and their assets and liabilities are com- 
posed almost entirely of monetary items. 
Public utilities which are regulated in 
terms of historical cost, although their as- 
sets are largely nonmonetary in form, are 
in a similar situation because their assets 
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are treated as if they were monetary.’ 

Management, whose intention is to 
maintain real capital, needs information 
on real earnings or it may inadvertently 
pay dividends in excess of economic ear. 
ings. The pay-out percentage of monetary 
earnings may be lowered during inflation. 
ary periods, due to management’s aware- 
ness of need for additional working capital 
and because of the higher replacement 
costs of inventories and fixed assets. But 
unless management is furnished supple- 
mental information on real earnings, it 
can only crudely estimate the effects of 
inflation on the real capital position of the 
organization. Case studies of individual 
companies indicate management’s failure 
to comprehend fully the impact of chang- 
ing price levels. 

Encroachments upon the real capital 
positions of companies through excessive 
dividend payments have not been inten- 
tional, but have resulted from the lack of 
sufficient information and the failure to 
make adequate allowance for the effects of 
price level inflation. One of the most valu- 
able applications of accounting data ad- 
justed for price level changes is in the 
formulation of a sound dividend policy. 
The educated guess or rule-of-thumb 
methods may be supplanted by sounder 
decisions substantiated by data on the 
firm’s real income and real capital posi- 
tions. 

The managements of the companies 
interviewed were equally divided on the 
advisability of giving consideration to 
higher replacement costs in determining 
the portion of earnings to retain. Those 
companies that do consider replacement 
costs indicated that this was a major factor 
in their dividend policy. Several of the 
other companies are in industries under- 
going rapid technological change, and due 
to rapid write-off of equipment and high 


7 Jones, Effects of Price Level Changes on Business 
Income, Capital, and Taxes, op. cit., p. 141. 
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obsolescence rates, this factor was not con- 
sidered relevant. 

The attitude of the companies not ac- 
knowledging an effect of price level 
changes on the dividend pay-out was typi- 
cally expressed by the corporate officer 
who said, ‘We feel that a 50 per cent reten- 
tion of earnings is pretty good, come hell 
or high water. When we have higher re- 
replacement costs, we’ll have higher depre- 
ciation.”’ The feeling of this group was that 
the stockholders were receiving a fair re- 
tum on their investment, and that the 
retention of earnings was sufficient to meet 
future needs for replacing physical facili- 
ties. This premise that retained earnings 
will meet future replacement needs, with 
a 50 per cent earnings retention, is prob- 


f ably valid for most companies. 


But it also was felt by this group that 
retention of earnings was a major source 
of funds for expansion. This position is 
untenable when the dividend pay-out ex- 
hausts real earnings. When previous ex- 
pansion is not fully depreciated and when 
faster write-off is permitted for recently 
acquired facilities, current expansion actu- 
ally is being financed by the excess of the 
depreciation allowance over replacement 
requirements. Unless a company continues 
to expand—with some ‘‘outside” source 
of funds—replacement requirements will 
eventually catch up with the depreciation 
allowance, and with the impact of higher 
replacement costs, replacement require- 
ments will ultimately exceed the deprecia- 
tion allowance. 

Data on real earnings can serve financial 
Management in two significant ways: (1) 
they can place a ceiling on dividends so 
that payments will not exceed economic 
income, and thus real capital will be main- 
tained intact, and (2) they can indicate 
the level of dividend payments that will 
permit retention of a designated portion of 
the economic income for expansion re- 
quirements. Without these data manage- 
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ment will be less sure of accomplishing its 
objectives. 

The corporation executives interviewed 
showed little enthusiasm for information 
on real earnings for dividend and stock- 
holder relations purposes. Executives of 
only two of the fourteen companies con- 
sidered these data valuable, and only two 
others indicated that they might use this 
information if it were available.* The typi- 
cal absentee stockholder is universally re- 
garded as not understanding this type of 
information. The writer can not help but 
wonder if management also fails to com- 
prehend fully the significance of earnings 
expressed in uniform dollars. Management 
is certainly aware of the problem that 
exists, but many may underestimate its 
magnitude and imminence. Most corpora- 
tion executives have not had data on real 
earnings available, so it is perhaps under- 
standable if they do not now recognize the 
usefulness of these data. If they were reg- 
ularly provided such information, they 
probably would rapidly learn to interpret 
it and begin to rely on it. Apparently this 
is a situation where the supply must be 
generated and the appetite whetted before 
the demand is forthcoming. 

There is an additional use for real earn- 
ings in the area of dividend policy. This is 
for stockholder relations, to serve “‘.. . as 
a device for explaining to stockholders the 
reasons for what may seem to them to be 
excessive retention of earnings.’ Rela- 
tions between management and stock- 
holders generally are not improved when 
the former elects to retain for reinvest- 
ment in productive facilities, or as working 
capital, sums which formerly would have 


8 In contrast, 69 per cent, excluding educators, of 
those who responded to the Institute’s opinion survey 
stated that they favored reflecting the current dollar 
cost of depreciation in reports to stockholders. How- 
ever, 42 per cent of the mail questionnaires were not 
returned, and it is likely that the nonrespondents have 
less interest in price level adjustments or their dis- 


c 
® Joel Dean, op. cit., p. 256. 
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been regarded as an abnormally large por- 
tion of reported earnings.’ It was observed 
that the typical stockholder is not re- 
garded as having an understanding of ac- 
counting data in real terms. The fact of 
the matter may be that he does not ade- 
quately comprehend accounting data in 
historical terms either. But he is never 
going to be able to understand data in real 
terms, to whatever extent his ability may 
permit, until they are actually presented 
to him and explained. 

The Reece Corporation, as a result of 
its participation in the price level study of 
the American Accounting Association, has 
incorporated in its subsequent annual re- 
ports a section entitled ‘The, Price Level 
Study.” After obtaining its report from 
the Association, The Reece Corporation 
devoted a major portion of its 1953 annual 
report to the results of the analysis, and 
subsequently has kept the study up-to- 
date. In its latest annual report to stock- 
holders, The Reece Corporation manage- 
ment commented: 

This Price Level Study is a very useful tool to 
your management, particularly since this Com- 
pany has relatively large investments in manu- 
facturing facilities and in machines leased to 
customers. By publishing the results of the Study, 
we hope to present to you more fairly the prog- 
ress of the Company and to keep you informed 
of the damaging effect of inflation not only on 
your Company but on the economy generally." 


Note that management of The Reece Cor- 
poration find the price level study a very 
useful tool. They are to be commended for 
their endeavor to maintain an enlightened 
group of shareowners. 


WAGE NEGOTIATIONS AND EMPLOYEE 
RELATIONS 


When wage negotiations are conducted 


1 Arthur Dean, “Can Conventional Accounting 
Cope With Inflation? The Negative Case,” Inflation: 
Challenge to Free Enterprise (New York: Controllers 
Institute of America, 1951), p. 19. 

1 Seventy-Sixth Annual Report of The Reece Corpora- 
tion, Waltham, Mass., March 19, 1958, p: 14. 
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at a relatively high level, when the union 
leaders participating in the negotiations 
have a sufficiently sophisticated back. 
ground, and when the income position of 
the firm has become a point of discussion, 
then conceivably, under these limiting 
circumstances, accounting data adjusted 
for price level changes could be beneficial, 
That portion of reported earnings which 
must be ploughed back into the organiza- 
tion simply to maintain the physical plant 
and facilities on which the union workers 
depend for their livelihood, could be shown 
to be unavailable for distribution to labor, 
to management, or to stockholders. At the 
local level of negotiations, however, the 
union representatives probably only rarely 
would have the background to compre- 
hend statements prepared on a uniform 
dollar basis, and presentation of these data 
by management might arouse suspicion 
and further complicate relations. 

In some limited situations, adjusted ac- 
counting data could be appropriate and 
useful during wage negotiations. They 
would demonstrate that reported earnings 
are not what they at first appear to be, and 
would emphasize the problem of maintain- 
ing the physical plant and facilities. Often, 
however, these data, as well as conven- 
tional accounting data, are either not rele- 
vant to the issues or the negotiations are 
at a lower level where submission of the 
figures to the labor representatives would 
not contribute to the discussions. When 
applicable, management also might use 
data on the real income of the workers. A 
comparison of the changes in real wages 
received by employees and in real net in- 
come of the corporation could be relevant 
to negotiations. 

The basis for wage negotiations should 
be consistent. If management prefers to 
deal in real terms during periods of infla- 
tion, it should be willing to do so during 
periods of deflation. The same conclusion 
applies for labor. Perhaps the fundamental 
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question reduces to whether a real income 
basis or a money income basis is the proper 
one for wage negotiations. Inasmuch as 
organized labor is primarily concerned 
with achieving rising standards of living 
for its members, its objectives and accom- 
plishments should be expressed and meas- 
ured in real income terms. 

In an effort to maintain better employee 
relations and to give employees some basis 
for understanding the financial operations 
of the company, some firms prepare finan- 
cial statements for their workers. These 
statements are not the same as the annual 
reports prepared for stockholders. They 
invariably are more brief and less detailed, 
although some firms will have them certi- 
fied by the auditors. A breakdown of the 
sales dollar is usually presented, showing 
the portion going to the employees in the 
form of wages and fringe benefits; the allo- 
cation for material, use of the physical 
plant, and reinvestment in the company; 
and finally those few pennies from each 
sales dollar which are paid to the owners 
of the business for investing their capital 
which provides jobs for the workers. In 
this type of report, it should be appropri- 
ate to compare real and nominal earnings 
and to explain briefly and simply why they 
differ. This information would also help to 
inform the workers, as members of the gen- 
eral public, of the effects of inflation on 
different sectors of the economy. 


CAPITAL BUDGETING 


Problems of capital budgeting and ex- 
pansion cannot be considere@ independ- 
ently of dividend policy since retention of 
earnings often may be regarded as the 
principal source of funds for expansion. 
As was pointed out in the discussion on 
dividend policy, if a company persists in 
distributing all of its real earnings through 
dividend payments, regardless of how high 
the retention of reported earnings may be, 
eventually access must be had to an “‘out- 
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side” source of capital if the expanded 
plant is to be maintained. When dividends 
equal real earnings, that portion of nomi- 
nal earnings which is retained only main- 
tains intact the existing physical plant. If 
expansion is financed from the excess of 
funds made available by depreciation ac- 
counting over current replacement require- 
ments, then eventually replacement 
expenditures, made at a price level higher 
than when the original assets were ac- 
quired, will exceed the depreciation-pro- 
vided funds. With no retention of real 
earnings, either real capital in use must be 
contracted or an outside source of capital 
employed. 

Joel Dean has briefly stated the uses of 
real earnings for capital budgeting as fol- 
lows: 


Concepts and measurements of real earnings 
outlined here have great practical usefulness in 
plough-back decisions and in estimates of the 
profitability of future investment. They also have 
a vital bearing on the choice of sources of outside 
capital—notably, on borrowing versus equity 
capital, and lease-back versus conventional finan- 
cing. Knowledge of the firm’s real rate of return, 
coupled with data on the cost of various types of 
investment capital, can be of real assistance in 
considering expansion or change in capital struc- 
ture.!? 


In using the real rate of return on pres- 
ent investment to estimate the profitabil- 
ity of future investment, the effect of the 
income tax is an important factor. Dupli- 
cating existing facilities at the current 
price level would yield, ceteris paribus, a 
higher real return but a lower nominal re- 
turn. Depreciation expense would be 
larger on new facilities for which a higher 
cost of acquisition was paid, thus giving 
a lower tax and a higher real return. New 
investment might qualify for faster write- 
off under the provisions of the 1954 Inter- 
nal Revenue Code. This would provide a 
partial deferral of tax liability until later 


12 Joel Dean, op. cit. 
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periods, and since “time is money,” both 
the real and nominal rates of return would 
be higher from this effect. 

The choice of sources of capital also in- 
volves at least an implicit prediction of the 
trend of the price level during the life of 
the facilities for which the financing is be- 
ing undertaken. If additional inflation 
were anticipated, debt financing would be 
preferred to equity capital if the antici- 
pated nominal return exceeded the con- 
tractual rate on the borrowed funds. If 
deflation were anticipated, the extent of 
the downward shift in the price level would 
have to be carefully forecast, and due 
consideration given to the purchasing 
power loss from paying interest and repay- 
ing principal in dollars of higher value. 

The relation of debt to fixed assets, of 
interest charges to income available, and 
the tax effects of the different forms of 
capital acquisition are problems duly con- 
sidered by management. Adjusting the 
capital structure to obtain a more favor- 
able relationship between monetary assets 
and debt is seldom considered. Adjusted 
data would call attention to this type of 
purchasing power gain or loss and would 
make management more aware of the pos- 
sibilities of assuming a better hedged posi- 
tion. 

Effecting adjustments for price level 
changes, and subsequently interpreting 


4 To illustrate this, assume the tax rate is 50%, the 
price level has doubled since the existing plant was con- 
structed, and the only investment is in plant which is 
depreciated at an annual rate of 5% of cost. 


Existing Facilities New 
Facilities 
Nominal Real 
Basis Basis 
$100,000 $200,000 $200,000 


$ 25,000 $ 25,000 $ 25,000 
5,000 10,000 10,000 


Income (before Depr. & Taxes)... 
Allowance for Depreciation...... 


Income (before Taxes).......... $ 20,000 $15,000 $ 15,000 

$ 10,000 $ 5,000 $ 7,500 
Nominal Return............... 10% 3758 
2.5% 3.78% 


® The income tax remains 50% of the nominal income before 
taxes, 
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and applying the data, are complicated by 
changes in technology. In many industries 
technological progress has been a partial 
offset to the effects of rising price levels, 
Failure to allow for this would result in ay 
understatement of real income. Partly be. 
cause of this possibility, Professor Dein 
suggests that adjusted statements do not 
provide the climate in which expansion will 
be encouraged. He writes: 

Professor Jones’s widely quoted and publicized 
study of nine steel companies in a period which 
saw substantial inflation . . . really strongly sug. 
gested that steel was a decadent industry which 
was slowly but inexorably being liquidated 
through payments of dividends and income and 
excess profits taxes. That the management of the 
steel industry did-not draw such a conclusion on 
the outlook for the industry is indeed fortunate. 
It would seem to be correct to say that in the 
steel industry hindsight shows the unadjusted 
financial statements a better guide to expansion 
than the adjusted statements." 

Steel executives have shown a high degree 
of awareness of the impact of inflation 
upon their industry. At least they appear 
to be more vocal on this problem than are 
the leaders of other industries. Whether in 
this case the adjusted statements or the 
unadjusted statements provided the most 
insight into the pending problems of ex- 
pansion and capital budgeting is a debat- 
able question. However, the purpose of ad- 
justed financial statements is to supple 


ment, not to supplant, statements pre- | 


pared by conventional accounting prac- 
tices. It is not a question of using one in 
lieu of the other, but of recognizing and 


properly interpreting data on both a mon- 


etary and a real basis. 


GOVERNMENT CONTROL AND NEGOTIATIONS 


In the area of government control and § 


4 Ralph Coughenour Jones, “Effect of Inflation on 
Capital and Profits: The Record of Nine Steel Com- 
— The Journal of Accountancy, January, 1949, 


* Raymond C. Dein, “Price-Level Adjustments: § 
” Tue AccountTinc REVIEW, 


Fetish in Accounti 
January, 1955, 14. 
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negotiations, taxation looms as the major 
relationship between government and most 
business organizations. The Internal Rev- 
enue Code does not permit price level ad- 
justments to conventional accounting data 
for the purpose of determining tax liabil- 
ity, nor does it appear likely in the foresee- 
able future that Congress will amend the 
Code to allow such adjustments. If the 
government should promulgate a method 
whereby the tax base for depreciable assets 
and for capital gains might be adjusted 
for an economic or purchasing power re- 
covery of investment, the use of adjusted 
accounting data would be immediate and 
widespread. That such a provision in the 
tax laws is possible must be granted in view 
of previous “‘first” actions taken by the 
Congress; thus the Lifo method of inven- 
tory valuation is now recognized, and an 
individual who realizes a monetary gain 
when he sells his home is not taxed on that 
gain if he reinvests it in another residence 
within the statutory time period. 

Accounting data play a vital role in 
contract renegotiations. One of the corpora- 
tion executives interviewed by the writer 
commented, “If you ever use accounting 
data, it is in renegotiations!” Manage- 
ment needs to demonstrate that profits on 
government contracts have not been ex- 
orbitant in relation to other products or in 
terms of normal sales. Professor Jones has 
reported that a government renegotiation 
official, after reading the report of one of 
the industrial corporations which partici- 
pated in the price level study, stated that 
this is the type of data which they request 
and request but do not receive.* This re- 
ported case is only a single incident, but it 
does demonstrate that uniform dollar fig- 
ures can be acceptable during government 
negotiations. These data should be useful 
to management for this purpose during an 
inflationary period. 


* Jones, Effects of Price Level Changes on Business 
Income, Capital, and Taxes, op. cit., pp. 144-145. 
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SUMMARY 


Due to a number of factors which vary 
widely with the nature of the market that 
a firm enters, the usefulness of adjustments 
to conventional accounting data for price 
policy is limited. Dividend policy and 
stockholder relations seem to be a fruitful 
area for use of data expressed in real terms. 
Because of special circumstances surround- 
ing wage negotiations, applications are 
limited, although employee relations pre- 
sent an opportunity to utilize some ad- 
justed data. Uses of uniform-dollar figures 
as an adjunct to conventional data have a 
potential for capital budgeting, but care 
must be taken in the interpretation of the 
results not to overlook the complexity in- 
troduced by technological changes. The 
usefulness to management of adjusted ac- 
counting data for government negotiations 
is contingent on government policy. Real 
data may be used as a basis for proposing 
tax reforms and are appropriate for con- 
tract renegotiations. 

Any attempt to measure the impact of 
price level changes on accounting data can 
be only an approximation. No result de- 
rived from a process of measurement may 
be presumed to be exact. The supposedly 
objective measurement of net income by 
conventional accounting methods may 
contain a substantial error. The measure- 
ment of real income must be even less re- 
fined, for the error is compounded by lack 
of precision in measuring the extent of 
price level changes. Yet an objective tech- 
nique, crude as it may be, may more ac- 
curately indicate the effects of price level 
changes than a purely subjective evalua- 
tion. The business executive, provided 
with a reasonably objective measure of 
real income, should be better equipped to 
render current and future decisions. These 
data may only confirm what he had 
already surmised, but even in this event, 
they should instill greater confidence in the 
actions taken. 
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COST DISTRIBUTION BY REGULATION 


HAROLD G. AVERY 
Professor, Union College 


HE purpose of this paper is to review 
some of the accounting principles 
effecting the equitable distribution 
and allocation of costs of a public utility 
corporation that furnishes electric, gas 
and steam services within the same general 
area. Its rate regulation comes under the 
jurisdiction of a State Public Service Com- 
mission, as all of its revenues and costs 
arise from within the borders of the state. 
However, there is one exception. The rates 
charged to the utility for the transmission 
and delivery of natural gas to the state 
boundary, where connecting links are 
made with domestic distribution lines, 
are supervised by the Federal Power Com- 
mission which exercises official authority 
over interstate pipe line companies. 
There is a mutuality of motive in the 
planning and establishment of a rate 
structure. A utility is permitted to earn (if 
it can do so) a fair and reasonable return 
upon its property devoted to the rendering 
of its service; and the consumer must be 
furnished this service at rates which are 
just and reasonable. It follows, therefore, 
that in order to establish fair and reason- 
able rates for both utility and consumer 
alike, accounting principles pertaining to 
the distribution of costs must also be fair 
and reasonable. Even in the case where a 
utility furnishes only one type of service— 
electric, for example—the problem of allo- 
cating joint costs among the many service 
classifications (residential, commercial and 
industrial, railroads, etc.) is a difficult and 
complex one. Consequently, when a utility 
undertakes to furnish multiple services in 
an integrated system, such as electric, gas, 
and steam, the problem becomes even 
more complex and challenging to the en- 
gineering and accounting departments to 
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effect proper accounting treatment which 
will enable the utility to establish a fair 
and reasonable rate structure. Cost distri. 
bution in a public utility is based on the 
following general plan: 

(1) Total revenues in the long run must 
cover total costs. Costs must be matched 
against the revenues of the company fora 
particular period of time, usually on 4 
monthly, quarterly, or annual basis. Capi- 
tal costs must be distinguished from rey- 
enue costs, since one type is charged to 
plant and the other to expense. Costs ina 
regulated industry include operation and 
maintenance, depreciation and amortiza- 
tion, taxes of all kinds—including income 
taxes, and interest on borrowed money. 

(2) Clearing accounts are maintained to 
accumulate costs under similar account 
titles during the fiscal period for later 
transfer to permanent capital and expense 
accounts on some predetermined cost dis 
tribution basis, usually departmental. 

(3) Common utility plant costs are allo- 
cated to the types of service production, in 
case the utility furnishes more than one 
type of energy service. 

(4) Joint costs under each service pro- 
duction are apportioned to such various 
classifications as residential, residential 
heating, apartment house steam, commer 
cial and industrial, railroads, public au 
thorities, other utilities, power, and gen- 
eral. 

The aim of the utility is to furnish serv- 


ice to its customers in the most efficient § 


and economical manner possible, and at 
the same time to earn a fair rate of retum 
on its capital investment. Decreased costs 
resulting from the joint operation of mail 
tenance and administrative functions de 
voted to the production and distribution d 
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energy make it possible for the utility to 
fulfill its goal. The company will own and 
operate property devoted exclusively to 
the rendering of each type of service; yet 
the utility may have property common to 
each which must be apportioned among 
the several productive services. Further- 
more, within its organizational framework 
the company will have departments per- 
forming work and administrative functions 
for the various production units. 

The system of accounts prescribed by 
regulatory authority includes the classifi- 
cation of the financial transactions of the 
utility. The classification is designed to 
provide accounting and statistical informa- 
tion for the purpose of distributing com- 
mon plant costs and in allocating the joint 
costs attributable to each service. Special 
studies are required to determine whether 
the apportionments made by the utility 
meet the general requirement of being fair 
and reasonable. Property items are classi- 
fied as to whether or not they are in serv- 
ice, held for future use, or under construc- 
tion. Plant is classified according to loca- 
tion and whether production, transmis- 
sion, or distribution property. Finally, the 
plant is classified as to type of service— 
electric, gas, steam, or common-—and re- 
corded on an original cost basis. 


Statement of Consolidated Income 


Some aspects of our problem can be ex- 
plained by analyzing the accounts and in- 
formation contained in the annual state- 
ment of consolidated income. For example, 
the report will show whether the utility 
had total operating revenues sufficient to 
cover all costs, including a return on equity 
capital. Total operating revenues must 
cover operating revenue deductions, such 
as costs of operation and maintenance, de- 
preciation and amortization, and taxes, 
leaving a balance which is designated as 
operating income. (‘Taxes will include fed- 
eral income taxes; and some utilities in- 
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clude a charge equivalent to deferment of 
federal income tax resulting from amor- 
tization under necessity certificates as a 
part of operating revenue deductions.) 
Other non-operating income consisting 
mainly of interest received on securities 
owned and temporary cash investments is 
added to operating income to determine 
the gross income of the company. 

Interest on long term debt, that is, the 
cost of money borrowed from the bond- 
holders during the year, and other interest . 
and miscellaneous deductions, such as 
interest payments on customers’ deposits, 
and bank loans, make up the major part of 
the cost classified as income deductions. 
However, from the sum of these two items, 
a credit is deducted. This credit is classified 
as interest charged to construction, and 
consists of the capitalization of interest 
in the original cost of the plant assets con- 
structed during the year. The amount of 
net income deductions is subtracted from 
the gross income to determine the net in- 
come of the utility for the year. The net 
income is carried to the consolidated 
earned surplus statement. 

All operating revenue and revenue de- 
ductions are said to be “above the line” in 
public utility accounting; whereas, all non- 
operating income, net income deductions, 
and miscellaneous debit and credit surplus 
items are ‘below the line.’”’ All costs and 
revenues above the line are considered 
charges and credits applicable to consumer 
service, while the items debited and cred- 
ited below the line are the responsibility 
of the investors. Thus, the amount of op- 
erating income determines the amount 
available to the suppliers of capital. The 
extent by which total operating revenues 
cover operating revenue deductions plus 
the cost of borrowed funds determines in a 
large degree the amount or rate of divi- 
dends the preferred and common stock- 
holders receive. 

The relationship between the amount of 
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dividends paid to the common stockhold- 
ers and the total net income for the year 
measures the pay-out ratio of earnings, 
and the difference between what is earned 
and what is paid out actually remains in 
the company as surplus or reinvested earn- 
ings. Sometimes a portion of the surplus 
figure is earmarked, that is, appropriated 
by the Board of Directors for a definite 
purpose, such as contingency reserves, 
which means that these particular earnings 
cannot be used for the payment of divi- 
dends but must be devoted to the purpose 
for which they were appropriated unless 
revoked by later Board action. 


Engineering and Engineering Supervision 
Utility companies are permitted to in- 
clude a reasonable proportion of certain 
overhead expenses as a part of their plant 
construction costs. The capitalization of 
construction overhead has been recognized 
as a mandatory procedure as the Commis- 
sion instructions state that these costs 
“shall be charged to particular jobs or 
units on the basis of the amounts reason- 
ably applicable thereto,” providing that 
arbitrary percentages or amounts are not 
added to plant accounts to cover these 
assumed overhead costs. Furthermore, the 
distribution of these costs “‘shall be based 
upon the actual time engaged in the re- 
spective classes of work or, in the case 
that method is impracticable, upon the 
basis of a study of the time actually en- 
gaged during a representative period.’ Al- 
though the “time study” method of allo- 
cating construction costs appears to be an 
order of the Commission, other acceptable 
procedures (for example, the “percentage” 
method) can be devised for the purpose of 
allocating certain expenditures between 


1 Opinion of the Public Service Commission of the 
State of New York, Case 12455, Proceedings on Motion 
of the Commission as to the Rates and Charges of Consoli- 
dated Edison Company of New York, Incorporated, for 
Electric Service, July 14, 1952, p. 42. 
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revenue and capital accounts, especially if 
the results produced are considered reason- 
able. 

One class of overhead expenses allocated 
between revenue and construction is en. 
gineering and engineering supervision, 
These expenses, consisting of salaries, 
wages, and expenses of the engineering 
staff, are collected in two clearing ac 
counts: one for outside, and one for inside 
plant engineering and enginecring super- 
vision. Next, the amount in each account 
applicable to. the various operation and 
maintenance activities, based on estimates 
or time studies made prior to the begin- 
ning of the year, is allocated on a monthly 
basis to the departmental accounts. The 
balances in each of the clearing accounts is 
then allocated to the construction projects 
by the use of percentage factors, depend- 
ing upon the various types of property— 
electric, gas, and steam, with transformer 
purchases carried as a separate item. 

The credits in the clearing accounts 
tend to absorb all the charges that are 
made in the accounts on an annual basis; 
however, provision is made at the end of 
each year to defer the engineering costs 
applicable to future construction projects. 

Engineering costs are not distributed or 
charged to plant retirement on the theory 
that under such circumstances they should 
be classified as operating expenses. This 
policy increases the amount charged cur- 
rently to operation and maintenance; yet 
if engineering supervisory costs were added 
to the retirement orders, the result would 
be an increase in the amount charged to 
the depreciation reserve, thus necessitating 
an increase in the annual depreciation ex- 
pense. 

The procedure of allocating engineering 
and engineering supervision by applying 4 
percentage factor may not be as accurate 
as a method based entirely on time studies, 
but there is always the question of whether 
or not the results produced by a detailed 
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time report would be of sufficient improve- 
ment to warrant its higher cost. Better 
accuracy might even be obtained by di- 
viding the engineering expenses into more 
than two clearing accounts, but this ad- 
vantage might prove to be questionable in 
the light of the higher administrative cost 
it would engender. The percentage method 
produces results which are not questioned 
as being unreasonable. 


Administrative and Supervisory Expenses 


Another class of overhead expenses dis- 
tributed between utility departments and 
capital and revenue accounts is adminis- 
trative and supervisory expenses. The 
principles in capitalizing overhead can be 
stated as follows: 

(1) The percentages applied in allocating costs 

must not be arbitrary. 

(2) The amount distributed to plant cost must 
be representative of that type of property 
already contained in the account. 

(3) Rates of capitalization must be fixed ac- 
cording to reason and judgment. 

(4) The results produced must not be un- 
reasonable, excessive or improper. 


Any method of distributing costs, par- 
ticularly overhead expenses, cannot be re- 
duced to a certainty—even cost distribu- 
tion systems based on time reports. Meth- 
ods can be devised, however, which will 
meet the principles laid down above, and 
at the same time produce logical and rea- 
sonable results. Constant study and re- 
search are required to discover and justify 
new methods of cost distribution. 

Administrative and supervisory ex- 
penses consist of wages and expenses of the 
service departments. This category in- 
cludes the following departments: 

Accounting and Auditing 

Payroll 

Purchasing 

Treasury 

General Office Service 


Ibid., p. 45. 
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Personnel 

Inventory and Engineering 

Insurance, Injuries, and Damages 

Employees’ Welfare 

General Office Supplies and Expenses (appli- 
cable to the foregoing departments) 


The allocation of these expenses can be 
based on either a detailed time sheet basis 
or a time study basis for a representative 
period. Obviously, the personnel of the 
company will be charging a larger portion 
of its time to construction activities during 
periods of extensive building programs, 
thus relieving current operations of an 
equivalent amount of expense. The ulti- 
mate effect of each on the utility’s net in- 
come will be the same, since net income 
will be increased in periods of heavy plant 
construction, and decreased in periods of 
light building activity. 

The Commission says: 

It is contended by many experts on this sub- 
ject that the only administrative costs to be capi- 
talized in connection with a large construction 
program are those incurred over and above the 
amount considered as the normal administrative 


costs of operating a company under a large or 
small construction program.* 


Thus, only those costs which would not 
be incurred if construction were not under- 
taken are chargeable to construction. The 
argument refuting this incremental theory 
is based on the fact that normal overhead 
does not exist, or is impossible of measure- 
ment, especially in a utility that is con- 
stantly expanding its facilities or replacing 
its old plant with more modern units. 


Interest Capitalized During Construction 


Expenditures for construction work in 
progress is another controversial problem 
arising “in the determination of a rate 
base on which a public utility should be 
entitled to earn a fair and reasonable re- 
turn.’ The aim is to compensate the util- 


3 [bid., p. 48. 
* Ibid., p. 222. 
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ity in a fair and equitable manner for the 
funds that are provided during the con- 
struction period—funds on which no re- 
turn is realized until the property is ready 
for use. Utility commissions are agréed 
that recognition should be given to that 
portion of work in progress which will be 
placed in service during the ensuing rate 
year, on the theory that such plant will 
be placed in operation and should become 
a part of the rate base. It is the provision 
for a return on the unfinished portion of 
the plant that creates the problem of cost 
allocation. The perplexity stems from the 
narrow interpretation given to the idea 
that there can be no return on property 
until earnings are forthcoming; otherwise 
the rate payer will be forced to pay a re- 
turn on property which benefits neither 
himself nor the company. However, the 
utility must provide the funds to be used 
for construction purposes. The cost of 
these funds becomes a charge against the 
net income of the company, and “‘will ulti- 
mately be borne by the stockholders unless 
compensated for in some equitable man- 
ner.’”® 

One method recommended for the com- 
pensation of this cost is to permit the util- 
ity to capitalize interest during construc- 
tion as a part of the property cost to be 
added to the rate base, providing the rate 
of interest allowed for capitalization pur- 
poses is fair and reasonable to utility and 
customer alike. On the other hand, it has 
been advocated by other students of the 
problem that in lieu of capitalizing interest 
on any of its construction activities, the 
utility should be permitted to include the 
average monthly balance in its construc- 
tion work in progress account as an ele- 
ment of the rate base upon which a full 
rate of return could be realized. Most 
regulatory bodies, however, adhere to 
the principle that unfinished construction 


5 Tbid., p. 223. 
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should not be included in the rate bage 
until it has been placed in service. 

The work in progress account represents 
the amount of expenditures on property 
units which are still in process of construc. 
tion or have been completed but not yet 
transferred to plant in service. The account 
contains expenditures relating to new 
property additions and to installations of 
new plant for the betterment or replace- 
ment of worn out and obsolete facilities, 
From an accounting point of view, it 
would prove too costly to capitalize in- 
terest on small projects involving a short 
construction period. Interest should not be 
applied to property items already for serv- 
ice, such as meters, transportation equip- 
ment, and other complete structures. 

A policy is usually established by the 
company to limit the capitalization of 
interest to major items or property involv- 
ing substantial expenditures extending 
over a long period of time. For example, 
one company follows the practice of capi- 
talizing only large and relatively long con- 
struction projects on which the interest 
applicable to the plant unit will amount to 
$50,000 or more. Interest is computed 
quarterly at a rate approved by the Com- 
mission on the monthly balances of the 
applicable construction work orders and 
the contra credit is carried to an interest 
charged to construction—credit account, 
which is classified in the income accounts 
under the income deductions section. 

The rate of interest capitalization for 
construction work in progress is lower than 
the average cost of money which depends 
upon the relationship between equity and 
borrowed money. Funds obtained for addi- 
tions and replacements generally arise 
from four main sources: borrowings in the 
form of notes and bonds, sale of preferred 
and common stock, accumulated earnings, 
and depreciation accruals and net salvage. 
Since borrowed funds can be obtained at a 
lower rate than equity capital, the interest 
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rate for capitalization of construction in 
progress is an arbitrary figure somewhat 
higher than the average cost of borrowed 
funds and lower than the rate required to 
induce equity capital. 

Commissions also must devise some 
means of compensating a utility for its 
non-interest bearing construction expendi- 
tures, since a company has a right to capi- 
talize interest on all construction projects 
whether they are large or small. One 
method devised by the regulatory bodies 
for reimbursing a utility for non-interest 
bearing construction is to multiply the 
amount of these expenditures by a rate 
somewhat below the average cost of 
money, and to deduct the resulting prod- 
uct from the operating income of the 
utility before determining the return to be 
used for final rate making purposes. This 
method permits a rate of return sufficient 
to compensate the utility for non-interest 
bearing construction without affecting the 
bookkeeping records. 

All capitalized overhead expenses and 
interest during construction become a part 
of the cost of the plant unit on the books 
of the company. These costs are depreci- 
ated in the same manner as any other 
direct cost in the property account. When 
the asset is retired, the capitalized over- 
head and interest are removed from the 
plant account and finally charged against 
the depreciation reserve through net retire- 
ment cost. 


Operating Statistics 


Once revenues and revenue deductions 
are allocated to the various types of pro- 
duction service—electric, gas, and steam, 
the relationship between the total operat- 
ing revenues and operating revenue deduc- 
tions of each service can be expressed in 
the form of an operating ratio, with operat- 
ing revenues serving as the base, or 100%. 
An operating ratio of less than 100% signi- 
fies revenues are in excess of costs, whereas 
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a ratio of over 100% indicates that costs 
are greater than revenues. This ratio can 
be used to compare operations between 
the various types of service for a specific 
operating period, and also to measure the 
changes that have taken place in each serv- 
ice from year to year. It is quite possible 
for one production service to have an op- 
erating income (operating revenues greater 
than operating revenue deductions), and 
other services to operate at a loss (operat- 
ing revenue deductions in excess of operat- 
ing revenues); yet the plant as an operat- 
ing unit may show total revenues in excess 
of total costs. Such a situation might occur 
in a multiple service utility in which the 
loss of steam production service is ab- 
sorbed by the operating incomes of the 
other services; still, the company as a 
whole shows a net operating income. 

It is mandatory as a general accounting 
policy that each production service shall 
bear its proper share of the total costs. En- 
gineering and accounting techniques must 
be developed whereby these costs can be 
allocated in such a manner that it is possi- 
ble to measure the results of each produc- 
tion service, at least to the extent that the 
function performed by each service can be 
analyzed to determine whether or not it 
will contribute to the financial welfare of 
the company as a whole. 

Operating statistics are also gathered in 
report form to show the types of users of 
the various services, that is, residential, 
commercial-industrial, railroads, public 
authorities, apartments, etc., and the 
amount of sales and revenues contributed 
by each class of customer. However, the 
statement does not show the amount of 
cost (operating revenue deductions) that 
was particularly applied to the production 
of each type of energy furnished to the 
consumers. In order to determine a fair re- 
turn earned from the different classes of 
customers and to fix rates which are fair 
and reasonable, the cost of service supplied 


Ase 
ots 
y 
C- 
yet 
int 
ew 
of 
e- 
es. 
it 
n- 
rt 
be 
V- 
p- 
he 
of 
g 
€, 
st 
0 
d 
e 
d 
st 
t, 
s 
n 

‘ i 
t 


256 The Accounting Review 


to each class must be ascertained. This 
means that the total cost of providing for 
electric service must be allocated between 
the different classes of customers on some 
reasonable basis. The development of 
these cost allocations is termed “cost of 
service” studies, and is undertaken by a 
special staff of engineers and accountants 
who have specialized in this type of work. 
Considerable judgment and care must be 
employed to choose the proper data and to 
select the best method of allocation in 
order to justify a cost distribution which 


will meet the standard of being fair and 
reasonable. Some of these studies take 
years to complete, and constant revision js 
necessary. Although Commissions in gen- 
eral recognize that cost of service studies 
cannot be scientifically exact, because of 
their theoretical and controversial aspects, 
the New York Commission contends that 
“the final results possess some value in de- 
termining the relative earnings from dif. 
ferent classes of customers served under 
filed rates and under special contracts.” 


Tbid., p. 229. 
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ACCOUNTING FOR SELF-INSURANCE AGAINST 
FIRE LOSS—THEORY v. PRACTICE 


Horace Brock 
Associate Professor, North Texas State College 


comment has appeared in account- 
ing publicationsregarding the proper 
treatment of estimated liabilities and esti- 
mated losses. One of the most controversial 
of these items results when the company 
enters in its accounts an estimated cost of 
self-insurance and establishes a “reserve 
for self-insurance.” 
The 1957 edition of Accounting Trends 
and Techniques contained the following re- 
port on self-insurance. 


Dom RECENT YEARS a great deal of 


There were 104 insurance reserves shown by 9f 
of the 600 survey companies in their 1956 reports. 

Of the 104 reserves disclosed, 96 were presented 
above the stockholders’ equity section and the 
remaining eight reserves were shown among the 
current liabilities or within the stockholders’ 
equity section of the balance sheet.? 


According to this publication, methods of 
accounting for the origination and ad- 
ministration of self-insurance programs 
were seldom disclosed in the financial 
statements of self-insuring companies. 

The number of large companies using 
self-insurance and the lack of clarification 
and disclosure in corporate statements led 
to a study in 1957 in a graduate course at 
North Texas State College of accounting 
policies keing followed by a group of com- 
panies whose statements indicated they 
were self-insurers. Data were secured from 
twenty-two of the larger industrial firms. 
Seventeen of the twenty-two indicated 
they were using a reserve for self-insurance 
against fire losses, and one other had dis- 
continued the practice only a short time 
prior to the survey. 


? American Institute of Certified Public Accountants, 
Accounting Trends and Techniques in Published Annual 
Reports, 11th ed., New York, 1957, pp. 100-101. 
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The theoretical aspects, along with the 
actual practices being followed by the 
seventeen companies in the survey, of five 
accounting problems associated with self- 
insurance against fire losses are discussed 
in ge paper. These problems are: 


1. disposition of charge offsetting addition to 

the reserve for fire loss, 

2. classification of reserve account on the 
balance sheet, 

3. determination of amount of periodic addi- 
tion to the reserve, 

4. establishment of a complementary fund, 
and 

5. accounting for actual losses of assets. 


What Is Self-Insurance? 

The term self-insurance is used in ac- 
counting to define a plan by which a com- 
pany assumes either the partial or full risk 
of some possible future events which would 
result in a reduction of the company’s 
assets instead of insuring the risk with a 
private agent. Obviously the primary rea- 
son for this choice is the prospective saving 
by elimination of insurance premiums. 

Like many other accounting terms, the 
accuracy and adequacy of the term “self- 
insurance” is questionable and contro- 
versial. Many accountants argue that 
“self-insurance” is a misnomer, since the 
word “insurance” implies sharing a risk. 
Under self-insurance, the company as- 
sumes the entire risk; it neither shares its 
own risk or the risks of others. The only 
way to share risk is to buy appropriate in- 
surance.” Although unsatisfactory to some 
accountants, the term is in general use and 
is generally understood. It is particularly 
useful in that it implies a recognition on 
the part of the company that it is purpose- 


? William A. Paton, Advanced Accounting, The Mac- 
millan Company, New York, 1954, p. 599. 
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fully assuming the risk and not merely ig- 
noring it. 


ORIGINATION AND CLASSIFICATION 
OF RESERVES 


Accounting theorists cite two sources 
from which a self-insurance reserve may 
originate. One source is a periodic charge 
against income; the second is an appropria- 
tion of retained earnings. The former pro- 
cedure may create a liability or contra- 
asset account depending on the views of 
the accountant, while the latter is simply 
an earmarking of retained earnings. 


The Periodic Income Charge 


The basic reason given for charging in- 
come with additions to the reserve is to 
ease the burden of the particular year in 
which the non-insured asset loss may occur 
by spreading anticipated losses over each 
period of operations. It may be reasoned 
that hypothetical small losses are recorded 
against the income of each year instead of 
recording the actual loss which is expected 
to occur in one period pf operations—in 
effect a smoothing of income fluctuations. 

* Although there are-some arguments in 
favor of this procedure, it appears that a 
loss that has not accrued (and which there 
is no certainty will occur) is not a proper 
charge to income. The accuracy of periodic 
income does not regt on the equalization of 
expense in all periods of operations. The 
AICPA states emphatically that “ .. . re- 
serves should not be used for the purpose 
of equalizing reported income.’” 

Some writers point out that statistical 
computations based on the law of large 
numbers may enable a company to meas- 
ure the probability of loss—and thus de- 
termine the amount to be charged to ex- 
pense each year. This still does not war- 
rant the recognizing of a loss that has not 
been realized. 


* AICPA, Accounting Research Bulletin No. 43, New 
York, 1953, p. 42. 
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Most writers who sanction charging in- 
come agree that the corresponding credit 
should be to a liability account, although 
there is some disagreement as to the proper 
classification of the liability. A majority 
appear to favor showing the liability out- 
side both current debt and long-term debt 
—possibly under a separate heading of 
“liability reserves.’* There are some who 
argue that the reserve balance should be 
divided between “‘reasonably determinable 
accrued obligations and an earned surplus 
subdivision.’ 

Magruder suggests that the correspond- 
ing credit be to a contra-asset account on 
the basis that self-insurance against fire 
loss is an element similar to depreciation! 
This argument seems to imply that every 
asset has an inherent inflammable nature 
and that this potential should be recog- 
nized in the allocation of asset costs over 
the benefited periods. As pointed out by 
Paton, hcwever, a casualty does not ac- 
crue and, for all assets, casualty loss is a 
possibility, but is not inevitable.’ 


Appropriation of Retained Earnings 


Most theorists suggest that any reserve 
for estimated fire loss be created by 
charges against retained earnings. Paton 
argues strongly for this procedure: 


The inescapable conclusion is that a “reserve” 
for a casualty loss that has not taken place is 
nothing more nor less than a slice of the existing 
stockholders’ equity, and that it is improper to 
set up such a “reserve” by charges to revenue. 
If it is desired to suggest the exposure to risk by 
accounting classification the only acceptable pro- 
cedure is the earmarking of retained earnings.* 


4Thomas W. Byrnes, K. Lanneau Baker, and 
C. Aubrey Smith, Auditing, The Ronald Press Com- 
pany, New York, 1948, p. 425. 

L. Kohler, Auditing—An Introduction to the 
Work of the Public poem, 2nd ed., Prentice-Hall, 
Inc., New York, 1954, p 

Bernard F. of Reserve for Self- 
Insurance,” THE ACCOUNTING REVIEW, July, 1951, p. 
336. 

7 W. A. Paton, Corporation Accounts and Statements 
—An Advanced Course, The Macmillan Co., New York, 
1955, p. 143. 

8 Tbid., pp. 144-145. 
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The AICPA appears to concur in this opin- 
jon in the following statement: 

_.. reserves such as those created... for any 
indefinite possible future loss. . . are of such a 
nature that charges to such reserves should not 
enter into the determination of net income. ... 
Accordingly (a like reserve) . . . should be created 
by a segregation or appropriation of earned sur- 
plus,... and... itshould preferably be classified 
in the balance sheet as part of shareholders’ 


equity.® 


It has been stated that a “mere book- 
keeping entry setting aside a reserve for 
insurance out of surplus is an illusion.’”!° A 
“mere bookkeeping” entry might be cor- 
rectly termed an “illusion,” but an ac- 
counting entry with some interpretation is 
not. A primary purpose of earmarking or 
appropriating retained earnings is to re- 
stfict dividend payments to stockholders. 
If by this restriction a business’ working 
capital is strengthened in any degree, the 
entry is more than a mere illusion. This by 
itself is not a substantial argument for 
charging retained earnings for additions 
to the self-insurance reserve, however, be- 
cause certainly a charge to income also 
tends to restrict dividends by lowering re- 
ported profits. 

Footnote disclosure may be substituted 
for the appropriation of retained earnings 
and may be even more informative than a 
subdivision on the balance sheet. 

A review of accounting texts and other 
accounting publications showed that writ- 
ers favor the appropriation of retained 
earnings as a method of accounting for self- 
insurance against fire losses. Six auditing 
texts reviewed contained the opinion that 
additions to the self-insurance reserve 
should be charged to retained earnings 
while only two favored a periodic income 
charge. Authors of five intermediate and 


a * AICPA, Accounting Research Bulletin, No. 43, pp. 


43 
® Jules I. Bogen, editor, Financial Handbook, 3rd 
ed. e Ronald Press Company, New York, 1954, p. 
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advanced accounting texts favored the ap- 
propriation of retained earnings and only 
two recommended that profit and loss be 
charged for reserve additions. Of five ref- 
erence books and articles in accounting 
publications, three favored appropriation 
of retained earnings while two suggested 
charges to income. 

In contrast to accounting theory, all 
seventeen industrial firms that maintain 
self-insurance reserves for fire losses charge 
current income for additions to the reserve. 
The company that had discontinued the 
reserve formerly followed the practice of 
appropriating retained earnings. Also, one 
of the seventeen companies had previously 
used a surplus appropriation account but 
had changed over to the income charge 
method. 

Eleven of the self-insurance reserves are 
classified as liabilities, three as surplus re- 
serves, and three are carried under a sep- 
arate heading between liabilities and 
stockholders’ equity. 


Determination of the Amount of Periodic 
Addition 

There are several methods that may be 
used in determining the amount to be 
added periodically to the self-insurance 
reserve. One method is to maintain the re- 
serve at an amount equal to a pre-deter- 
mined percentage of uninsured asset val- 
ues. A variation of this calls for maintain- 
ing the reserve at some fixed percentage 
of retained earnings. Another method is to 
estimate possible future losses on the basis 
of historical losses. A fourth method is to 
charge income with the amount that would 
have been paid for outside insurance. Some 
writers suggest that the charge should be 
somewhat less than the premium on regu- 
lar policies. This reduced amount is de- 
signed to allow for profit to the insurance 
company for regular insurance. 

Of the seventeen companies, nine indi- 
cated that periodic charges are based on 


n- 
lit 
th 
er 
y 
t- a 
bt 
of 
0 q 
DE q 
le | 
us 
d- 
on 
re 
ry 
re 
ff 
er 
C- 
a 
e 
oy 
on 
e” 
is 
ng 
to 
by 
nd 
m- 
the 
p- 
rk, 


260 


previous loss experience; additions of seven 
are determined by the cost of outside in- 
surance; and one company uses a combina- 
tion of these two methods. 


SELF-INSURANCE FUNDS 


Non-accounting writers are usually in 
favor of a fund composed of cash or secu- 
rities to accompany self-insurance plan- 
ning. The 1954 edition of the Financial 
Handbook states: “Unless self-insurance is 
reinforced by a fund .. . it is of doubtful 
value.” Some accounting writers favor 
this view also. Newlove, Smith, and 
White say: ‘If the individual assets are at 
all sizable, a fire insurance fund should be 
established to make certain that the work- 
ing capital needed to replace burned assets 
will be available.’ 

There are, however, some serious prob- 
lems involved in maintaining a fund. To 
set aside a large amount of cash or cash 
items to cover the loss of uninsured assets 
would often be impractical from a man- 
agerial standpoint. In addition, a company 
should never undertake a self-insurance 
program unless its financial condition is 
strong enough to absorb any non-insured 
loss without the aid of a special fund. 

Investments purchased for the fund are 
usually low-yielding, high-grade securities 
with ready marketability. Government se- 
curities are most popular. Municipal se- 
curities are attractive because their inter- 
est is tax-free; however, this type of secu- 
rity is hard to sell in a rising interest market 
without grave loss to principal. A special 
bank savings account is another popular 
type of safe, liquid, and low-yielding in- 
vestment for the fund. 

Accretion of the fund may come in vari- 
ous ways. Bell and Johns recommend pe- 
riodic additions of cash equal to premiums 


" Bogen, editor, Financial Handbook, Sec. 18, p. 749. 

2G. H. Newlove, C. A. Smith, and J. A. White, 
Intermediate Accounting, D. C. Heath and Co., Boston, 
1948, p. 169. 
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that would have been paid to an outside 
agent for insurance.” The use of this 
amount is questionable. The premium is a 
cost figure for insurance coverage and not 
an estimate of future losses which the fund 
is expected to absorb. Especially in the 
early years of the fund, this amount might 
be inadequate. 

The viewpoint that no fund is necessary 
seems to prevail among companies using 
self-insurance since only four of the seven- 
teen studied have established funds. All 
four of these are composed of cash and 
government securities. 


ACCOUNTING FOR ASSET LOSSES 


A reserve for self-insurance is built up 
by periodic charges against income; the 
non-insured loss is charged against the fe- 
serve when it occurs since the loss has al- 
ready been provided for. This procedure is 
followed by all seventeen of the companies 
included in the study. 

If the reserve is created by appropria- 
tions of retained earnings, it would be 
proper to charge the non-insured loss (de- 
termined by book value) to an expense 
account and supplement the entry by re- 
turning an amount equal to the loss to re- 
tained earnings from the reserve account. 
Some other amount, either more or less 
than the recorded loss, may be transferred 
back to retained earnings, however—or 
the reserve account may be left undis- 
turbed. Some writers suggest that the loss 
should not be charged directly against the 
reserve since to do so would bypass both 
income and earned surplus accounts, and 
would constitute’a distortion of the operat- | 
ing history of the company. 

There are many, of course, who favor 
charging the loss directly to retained earn- 
ings rather than profit and loss, basing the 


‘8 W. H. Bell and Ralph S. Johns, op. cit., p. 340. 

“ Maurice Moonitz and Charles Staehling, yee 
ing—An Analysis of Its Problems, Foundation Press, 
Brooklyn, N. Y., 1952, p. 124. 
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argument on the current operating concept 
of income determination. This, however, is 
opposed by those who favor the historical 
concept and argue that all profits and 
losses during the life of a business should 
appear on its profit and loss statements. 
Probably the solution to this problem 
would be the two-step income statement 
in which the non-insured loss would be 
presented in the period in which it occurs, 
but would be shown in a section separate 
from recurring items." Its significance to 
periodic income would be disclosed and the 
reader would be enabled to judge its im- 
portance. 

The attitude of the AICPA is expressed 
as follows: 
... There should be a general presumption that 
all items of profit and loss recognized during the 
period are to be used in determining the figure 
reported as net income. The only possible excep- 
tion to this presumption relates to items which 
in the aggregate are material in relation to the 
company’s net income and are clearly not identi- 
fiable with or do not result from the usual or 
typical business operations of the period."* 


Using this line of thinking, an uninsured 


% W. A. Paton and A. C. Littleton, An Introduction 
to Corporate Accounting Standards, American Account- 
ing Association, Urbana, Illinois, 1940, p. 102. 

% AICPA, Accounting Research Bulletin No. 43, p. 63. 
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loss would be written off against retained 
earnings if it affected net income for the 
period by a significant amount.’ Whether 
an amount would be considered significant 
would depend on the judgment of indi- 
viduals involved. The fact remains that 
full disclosure of operations will not be 
shown unless the clean surplus theory is 
used. The AICPA, of course, recommends 
that the income and retained earnings 
statements be combined in order to present 
more comprehensively the operations for 
the period, but this still does not give a 
clear and obvious picture of net income. 


SUMMARY 


There is a wide gap between theory and 
practice in accounting for self-insurance 
against fire losses. The most important 
difference is in the concept of the nature 
of a fire-insurance reserve. This lack of 
agreement is emphasized by the fact that 
fourteen of twenty accounting publications 
reviewed suggested that reserves should be 
created by periodic charges to retained 
earnings while all seventeen of the com- 
panies studied charged profit and loss for 
periodic addition. Other variations be- 
tween theory and practice appeared but 
these were of minor significance. 
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RECENT DATA ON ACCOUNTING MAJORS 
AND PROGRAMS! 


Harry D. KERRIGAN 
Professor, University of Connecticut 


jors and programs in our colleges on 

a nation-wide basis are meager, but 
—such as they are—do help in noting pat- 
terns that are developing. The figures give 
us an idea of the statistics of demand for 
accounting education, which is merely the 
other side of the coin indicating the sta- 
tistics of supply for the country over. Some 
estimate of the social importance of the 
subject is also possible from the figures. 
Again, the statistics show the relative im- 


G jos ana relating to accounting ma- 


portance of accounting in the total offer- 
ings of collegiate schools of business. Data 
available are of use in still other ways, in- 
cluding the problems they raise as to 
teacher supply, and logistics of space and 
time in scheduling classes, providing physi- 
cal facilities, etc. 

Table (1). Our first table gives national 
data on schools conferring the Bachelor's 
degree in business to majors in accounting 
and other fields for the years indicated? 


TABLE 1 


Field 


Number of Degrees Earned 


1951 


1953 1954 1955 1956 1957 


A. Accounting only 


B. Other programs 47,471 


7,371 7,461 
33,335 33,483 


7,885 


8,828 
33,770 


10,069 
33,367 


36,691 


C. Total 


40,706 40,944 41,655 42,195 46,760 


Per cent of A to C (1951 = 100) 
Per cent of 1951 
Accounting only 
Other programs 


18% 


18% 18% 19% 20% 22% 


69 69 73 82 93 
70 71 71 70 77 


This table shows the annual number of 
baccalaureate degrees conferred on ac- 
counting majors as a group and on all busi- 
ness students as a group, and the resulting 
totals. The drop in degrees after 1951 is 
probably due to the ending of the post-war 
bulge of veteran-students. The trough in 
these years seems pretty well over by 1957. 
The accounting program shows a larger 
growth than the other programs taken to- 
gether. Roughly one out of every five grad- 
uates of business schools is an accounting 


1 Part of a paper read before the 1958 New England 
Conference on Accounting Education, held at Boston 
College, Chestnut Hill, Massachusetts, June 12-13, 
1958. 


major, with indication that this ratio will 
increase. Our national “output” of ac- 
counting graduates is seen to be 10,000 
strong per year, and future years will 
easily exceed this figure, if the pattern of 
the table is continued. 

Table (2). The table following is con- 
fined to data on accounting majors, and, 
like Table (1), represents nation-wide in- 
formation, but is limited to the year ended 
June, 1957. 


2 Source of the data in Tables (1), (2), (3) and (4) is 
U. S. Office of Education, Annual Circular of Earned 
Degrees Conferred by Higher Educational Institu- 
he igen earliest year for which figures are available 
is ; 
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Data on Accounting Majors and Programs 


TABLE 2 


Number of Degrees Earned in Accounting per School 


Particulars 


Summarized by Size-Classes Shown 


26-50 


51-75 76-100 101-125 Over 125 


A. Number of schools.......... 
B. Per cent to total 

C. Cumulative per cent 

D. Number of degrees......... 
E. Per cent to total 

F. Cumulative per cent 


The 10,000-plus accounting graduates 
during the college year 1957 represent 301 
institutions located all over the country. 
Included are schools of greatly differing 
size and quality, meaning by the latter, 
quality of facilities, teaching staff, and 
students. Table (2) throws light on the 
aspect of size variations. If the table also 
shows or implies quality aspects, the 
reader must glean these for himself. In 
1957, a little over one-third of our account- 
ing graduates came from institutions hav- 
ing 50 graduates or less. It took 230 of 
these schools to graduate some 4,000 ac- 
counting majors. This is an average of 20 
students per institution, and points up the 
large role in accounting education played 


by the smaller schools. At the other end, 
we find the equally impressive fact that 14 
schools graduated 2,224 accounting ma- 
jors. This is an average of 160 per school. 
Nearly one-quarter of the 1957 accounting 
graduates, in other words, came from 14 of 
the larger schools. We will return to the 
subject of large schools shortly, but it may 
be observed in the meanwhile that the 
great majority of our 1957 graduates came 
from schools either very small or very 
large. 

Table (3). How were the 10,069 account- 
ing graduates of Table (2) distributed 
geographically? This question is answered 
in the table following. 


TABLE 3 


Region 


North Central 
South Central 


The Middle Atlantic (five states and Dis- 
trict of Columbia) leads the regional con- 
tribution of accounting graduates. South 
Central region (nine states) occupies sec- 
ond position. The ten largest states from 
the standpoint of contributing accounting 
graduates in 1957 are: New York, 1,775; 
Pennsylvania, 764; Texas, 663; Ohio, 585; 
Illinois, 517; California, 501; Massachu- 


setts, 443; Michigan, 376; New Jersey, 
350; and Indiana, 281. An interesting sta- 
tistic is the combined iugure of 2,941 for all 
of the “South” from the Atlantic ocean to 
Texas, representing nearly 30% of the 
national total. 

Table (4). It is time now to identify some 
of the larger schools by name and number 
of graduates in accounting for 1957. This 
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Under26 Total 
175 55 40 17 6 8 301 
58% 18% 13% 6% 2% 3% 100% 
76% 89% 95% 97% 100% 
r- 1,929 1,961 2,428 1,527 655 1,569 10,069 
t 19% 19% 24% 15% is 16% 100% 
a 38% 62% 771% 84% 100% 
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is done in the table following in terms of 


the twenty largest schools.* 


TABLE 4 


College of the City of New York 

New York University 

Pace College (New York City) 

St. Johns University (New York City). . 
University of Illinois 

Alabama Polytechnic Institute 

University of Texas 

University of Pennsylvania. . . 

University of Miami (Florida) 

Brooklyn College (New York City)....... 
University of Detroit . 


University of Wisconsin 

Michigan State University 
Northeastern University (Boston) . 
University of Indiana 

University of Washington 

Rutgers University 

Temple University 

Boston College 

De Paul University (Chicago) 

La Salle College 


This group of schools together graduated 
2,861 students in accounting, or 27% of 
the total for 1957. This is quite a concen- 
tration of graduates, for about one-fourth 
of our graduates come from one-fourteenth 
of our schools. New York City may not be 


four out of five of our largest schools are 
located there. Also, there are five large 
schools altogether in New York City, 
These represent a combined total of 1,127 
graduates in 1957, or around 10% of the 
national total. 


the ‘‘Mecca”’ of accounting education, but 


TABLE 5. PRESENT FIELDS OF ACCOUNTING INSTRUCTION 


Fields of Instruction 
Credits Insti- 
Required tution 


General Costs Audits Taxes Sys- Budg- Fund Fin. 
tems ets Acclg. Sia. 


3 3 3 
3 


a 


3D 
18ABCGH 


9FH 
18ABDEH 


OS 


6DEG 
6G 
6GH 


WW WWW WAWW Ww 


ASK 
ww 


Notes 


. Sample represents 15 large and small schools, primarily undergraduate and scattered throughout the country, 
but otherwise selected at random. 

. Quarter term credits were converted into semester equivalents. 

. Unique offerings were omitted, except as identified in “other” column. 

. Information was compiled from college catalogs issued within the past three years. 

. Key to “other’’ column courses: A—Mathematics for Accountant; B—Report Writing; C—Public Account- 
ing Practice; D—Fidicuary Accounting; E—Office Management; F—Research and Practice; G—CPA Review; 
H—Comptrollership. 


* University of California, not listed here, reports 133 
earned degrees for all of its campuses. 
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Table (5). Is it possible to discover a 
“typical” program in accounting in our 
schools today? The nearest thing to such a 
picture is the tabulation presented in 
Table (5). Fifteen schools are represented 
in the sample. The program areas or fields 
are nine in all, with an inevitable tenth to 
catch “all other’”’ courses. 

An interesting disclosure is the extent to 
which ‘“‘general”’ courses—representing the 
usual elementary, intermediate, and ad- 
vanced study in general accounting—cut 
into total hours offered. When one hears 
the complaint that the accounting pro- 
gram is too tight to permit addition of 
new courses, it would be appropriate to 
reply that part of the reason for this situa- 
tion is to be found in the total hours still 


Data on Accounting Majors and Programs 265 


commanded by general accounting courses. 
These courses are presented today practi- 
cally with the same outline and content 
originally conceived for such courses some 
forty years ago, when few, if any, other 
courses were offered in the accounting pro- 
gram. Surely, for example, the one-year 
course in cost accounting that is found in 
more and more schools covers important 
topics that still take an inordinate amount 
of space and attention in so-called inter- 
mediate accounting courses. 

According to the table, the number of 
semester credits usually required for grad- 
uation is around 30, with a range from 24 
to 40. The number of semester credits of- 
fered is typically 54, with a range from 30 
to 87. 
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PRODUCTION METHOD CHANGES AND THE 
HORMEL WAGE PLAN! 


RoBERT K. JAEDICKE 


Assistant Professor, Harvard University 


been focused on plans to cope with un- 

stable incomes through a device known 
as the “guaranteed wage.” The idea of a 
guaranteed annual wage is nothing new to 
the George A. Hormel Company as this 
firm has been operating under one form of 
such a wage plan since the early 1930's.” 
This plan—together with the related 
worker seniority provisions—introduces 
into the labor cost certain rigidities that 
must be considered in most managerial de- 
cisions regarding the utilization of the la- 
bor force. It is these cost rigidity problems 
and their effect on the method of produc- 
tion which are the basis for this article. 


[I RECENT YEARS, much attention has 


THE HORMEL GUARANTEED ANNUAL 
WAGE PLAN 


The Hormel guaranteed annual wage 
plan probably comes as close to a 100 per 
cent wage guarantee for the entire labor 
force as any plan in existence today. It 
‘covers almost every production, mainte- 
nance, and office employee. Also, there is no 
waiting period—the worker takes on full 
rights under the plan the moment he is 
hired. 

Each covered employee is guaranteed a 
weekly pay check which amounts to at 
least his hourly rate of pay times the num- 
ber of hours in his standard work week. 


1 This article was written while the author was a 
member of the faculty of the School of Business Ad- 
ministration, University of Minnesota. Its completion 
was facilitated as a result of a Ford Foundation grant 
to the University of Minnesota. 

2 For a description of their guaranteed annual wage 
plan and its effect on the operations of the Company, 
the author is indebted to the officials of the George A. 
Hormel Company. However, quantitative data used 
throughout this article are hypothetical and bear no 
specific relationship to actual Company operating sta- 
tistics. 


The standard work week for most produe- 
tion employees is 38 hours. If the rate of 
pay is $2 per hour, the employee receives aj 
least a gross pay of $76 each week for 52 
weeks. This is a minimum amount and may 
be exceeded if an employee actually works 
more hours than the number of guaranteed 
hours adjusted for holiday and vacation 
credits. If the Company chooses to termi- 
nate an employee, 52 weeks’ notice must 
be given. The guarantee is a continuing 52 
week guarantee in the sense that the Com- 
pany’s obligation does not cease either at 
the end of the labor year or when the em- 
ployee has worked and received pay for the 
total hours guaranteed in any labor year! 
Any decision to terminate employees with- 
out incurring an obligation for time not 
worked must be made one year in advance. 

Having guaranteed to the worker a cer- 
tain number of hours of pay for the year, 
the Company has the right to use the hours 
when and where it wishes, subject to cer- 
tain restrictions. Labor hours may be 
transferred between jobs, subject to cer- 
tain provisions for the maintenance of pay 
and to the worker seniority provisions. If 
part of a certain segment of the labor force 
is to be used elsewhere, the worker senior- 
ity rights determine which employees will 
be affected and the provisions for pay 


* The labor union has granted the Company a con- 
tinuing labor contract as a result of the Company’s 
agreement to a continuing guaranteed annual wage 
agreement. This labor contract is not subject to renego- 
tiation at the end of any specific time period. Hence, the 
“labor year’ has no significance insofar as the labor 
contract is concerned. 

* The Company faces certain legal restrictions on the 
utilization of the labor hours. These legal restrictions, 
which govern the payment of overtime, are not di 
cussed in this article; but, for an explanation, see Section 
7 (b) (2) of The Fair Labor Standards Act of 1938, as 
amended (Tit. 29, U.S.C.A., par. 207 (b) (2)). 
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maintenance determine in part how much 
the employees will be paid on the new job. 
Since these two provisions are so closely 
related, they will be discussed together. 

The labor force is divided into segments 
which are referred to as ‘‘gangs.”’ Although 
the gang is the lowest division possible, 
several gangs may be combined to form a 
department or a production process. When 
a production method change is proposed, 
the Company is able to determine immedi- 
ately which gang(s) will be affected. The 
number of employees assigned to a gang de- 
pends on the job; the number may vary 
from only a few to several hundred em- 
ployees. 

When the production method change is 
proposed, the Company is required to give 
a seven day written notice to the gang 
which is affected. This notice specifies the 
number of workers to be released from the 
gang. However, this notice is mo¢ the same 
asa 52 weeks’ termination notice which the 
Company would give if it were laying off 
the men permanently. The seven day no- 
tice is a notice of job elimination rather 
than employee elimination; that is, certain 
jobs are being eliminated, but the em- 
ployees will still remain on the Company’s 
payroll. 

When the notice is received by the gang, 
the determination of who will leave is made 
on the basis of departmental worker senior- 
ity; that is, if the gang is to be cut by five 
men, the oldest five men in terms of senior- 
ity may leave, but if the men with high 
seniority elect to stay, then the youngest 
five men must leave. Each member of the 
gang must be allowed to bid on leaving the 
department in the order of his worker sen- 
iority rating. The Company cannot choose 
the particular individuals to be released; it 
can only specify that a certain number of 
workers on the gang are to be eliminated 
from the operation. 

When the employees leave their regular 
gang, they go to the extra gang, which is a- 
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group of workers used on necessary jobs 
around the plant or to fill regular gangs as 
the need arises. The men on the extra gang 
bid on other job openings which may ap- 
pear elsewhere throughout the plant. These 
openings are posted once each week and 
the jobs might be temporary or permanent. 
The temporary jobs appear throughout the 
year as a result of vacations, over hours on 
a particular gang, or sick leave. The perma- 
nent jobs result from expansion of a certain 
part of the business operation or from 
deaths and retirements in existing produc- 
tion processes. The jobs are filled on the 
basis of plant-wide seniority from the extra 
gang or the entire plant. Actually, a worker 
may never go to the extra gang because he 
can use the seven-day notice period to 
move directly to another job. 

Any worker on the extra gang may choose 
not to bid on the open jobs; it may be pos- 
sible for him to ‘“‘ride’”’ the extra gang indef- 
initely. In case the job openings are greater 
than the number of workers who bid on 
these jobs, the Company can force a man 
into the job, subject only to the plant-wide 
seniority restrictions. If the Company 
wants to reduce employment because of an 
anticipated lack of new jobs, it can do so 
only by giving a 52 weeks’ notice. 

During the time the worker is on the ex- 
tra gang, he draws his regular rate of pay 
for 52 weeks. His regular rate of pay is 
based on the wage rate for the job from 
which he has been eliminated. This rate of 
pay continues for 52 weeks at the end of 
which time, if the worker is still on the ex- 
tra gang, his pay rate is lowered to the com- 
mon labor pay rate. The Company must 
continue to carry the worker indefinitely at 
the common labor pay rate unless the 52 
weeks’ notice was given. While the man is 
on the extra gang, if the Company forces 
him on a job opening and he refuses, the 
Company has the right to discharge him 
even though the 52 weeks’ notice was not 
given. 
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If the displaced worker, forced from his 
regular job, chooses to bid on a new job in- 
stead of riding the extra gang and if he has 
the seniority necessary to get the job, he 
will move into the new position. If the new 
job carries a higher rate of earnings than 
the worker’s old job, he must be paid the 
higher rate. If, however, the new job 
carries a lower earnings, the worker must 
be paid at least the rate he received on the 
old job. The old rate of pay must be con- 
tinued for at least 52 weeks after which 
time it is lowered to the rate for the par- 
ticular job on which the employee has been 
placed. During the 52 week period, the 
worker is obligated to protect his higher 
rate of pay by bidding on any new job 
within his new department which carries a 
higher rate of pay than his present job but 
an equal or lower rate of pay than he is cur- 
rently receiving. If the worker fails to move 
up in the department by this bidding pro- 
cedure or if he voluntarily bids on and 
obtains a lower paying job in the depart- 
ment, his rate of pay will be adjusted to 
that of the job he is doing. 

The following example is given to illus- 
trate the salary maintenance provisions. 
Assume that an employee is released from 
a gang where his total earnings amount to 
$3 per hour. During the seven-day notice 
period he bids on another job on another 
gang paying $2 per hour. If he is assigned 
to the new job, he must be paid $3 per hour 
for at least 52 weeks. In order to protect his 
$3 rate, he must bid on every open job 
within his new department that pays be- 
tween $2 and $3. If he voluntarily bids on 
a new job in the department which pays 
$1.75, he has taken a voluntary pay ad- 
justment. If he fails to bid on a new job 
paying $2.25, the Company will lower his 
pay to $2 per hour. If he protects his $3 
rate, the Company can adjust his rate back 
to $2 only at the end of the 52 week period. 
Thus, within necessary bounds, an em- 
ployee controls his own rate of pay. 
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GENERAL DECISIONS WITH RESPECT 
TO THE UTILIZATION OF THE 
LABOR FORCE 

There are two major classes of decisions 
which the Hormel Company faces with re- 
spect to the utilization of the labor force, 
The first class of decisions concerns the 
problem of using the labor force through- 
out the planning period. The planning pe 
riod is established by the wage guarantee 
period, which is the 52 week labor year. 
Here, the amount of capital investment 
and a certain production process are as- 
sumed. The problems encountered are pri- 
marily output problems and involve work 
scheduling to prevent the firm from paying 
for time not worked or, even worse, to 
make certain that the firm does not pay 
over hours (hours in excess of the guar- 
antee) to some workers and under hours 
(payment for time not worked) to other 
workers. The decision of when to use the 
labor force throughout the planning period 
is also included in this major class of out- 
put problems. 

The second major class of decisions re- 
garding the use of the labor force has to do 
with finding the least-cost combination of 
production factors for any given level of 
output. In this class, the amount of capital 
investment and the production process may 
be changed. This article deals exclusively 
with the second major class of decisions 
which will be referred to as ‘‘replacement 
decisions.” Replacement decisions in the 
pure form do not involve any expansion. 
The job to be done is taken as given and 
the problem involved in simply one of find- 
ing the least-cost method of performing the 
job. Actually, in the case of the Hormel 
Company, as in the case of most com- 
panies, such a decision almost always in- 
volves an element of expansion in some de- 
partment or in part of the business other 
than that part in which the replacement 
takes place. However, whether or not an 
element of expansion is present makes very 
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little difference in the solution of the re- 
placement problem. 

Areplacement decision involves the com- 
parison of (1) a capital investment with (2) 
a cost savings. This comparison involves 
the decision of whether the operating cost 
savings is large enough to justify the sub- 
stitution of capital as a factor of production 
for some other production factor, such as 
labor. The important consideration in this 
article is how the Hormel guaranteed an- 
nual wage plan and the related worker sen- 
iority provisions affect the computation of 
the labor-cost savings which might result 
from a proposed capital investment. The 
Hormel guaranteed annual wage plan and 
the related worker seniority provisions do 
not affect the other ingredients of a re- 
placement decision, namely the capital in- 
vestment and operating cost savings other 
than labor. Hence, these ingredients will 
not be considered. 


THE EFFECT OF THE HORMEL RESTRIC- 
TIONS ON REPLACEMENT DECISIONS 


Having described the guaranteed an- 
nual wage plan and the related worker sen- 
iority provisions in some detail, the re- 
mainder of this article will be devoted to an 
analysis of how these restrictions affect the 
calculation of the labor-cost savings in a 
replacement decision. Actually, the Com- 
pany faces certain restrictions under its 
wage guarantee that affect the payment of 
overtime. These overtime provisions be- 
come very important in any decision re- 
garding the use of the labor force through- 
out the planning period (e.g., the first class 
of output-type decisions referred to earlier). 
However, in replacement decisions, the 
overtime provisions are not pertinent; the 
guaranteed annual wage plan and the re- 
lated worker seniority provisions are the 
important considerations. Hence, in the 
preceding discussion, a description of the 
overtime provisions was omitted. 

In certain replacement decisions, it may 
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be possible for the Company to ignore com- 
pletely the restrictions on the labor force. 
This can be done, without error, when a 
proposed replacement affects a part of the 
labor force which has a high turnover. An 
example of such a situation would be a 
change affecting the office or clerical per- 
sonnel. If the Company changes a clerical 
operation by introducing data processing 
machinery and if such an installation re- 
places 20 clerical workers, the labor-cost 
savings might be computed without regard 
for the guaranteed annual wage plan. The 
basic assumption in this computation is 
that the clerical force, consisting primarily 
of young female employees, would auto- 
matically adjust to a reduced size within a 
very short time. This type of automatic 
adjustment has been experienced by the 
Company in certain clerical positions but 
not in the plant or maintenance operations. 

As a first approximation to the replace- 
ment problem and the computation of the 
labor-cost savings, a model which assumes 
perfect certainty will be discussed. Such an 
assumption will provide a conceptual solu- 
tion to the problem which does not take in- 
to account any of the measurement prob- 
lems resulting from uncertainty. After this 
model has been discussed completely, the 
assumption will be relaxed to bring in some 
of the uncertain elements facing the Com- 
pany in its calculations. This basic model 
should be used as a guide against which to 
measure the desirability of any substitute 
method which might allow for practical 
measurement problems. 

As an example, assume that the Com- 
pany can make a change in a certain manu- 
facturing process which will require a cap- 
ital investment of 1 million dollars. This 
investment has a useful life of 25 years, and 
the estimated labor-cost saving made pos- 
sible by the process change results from the 
release of 30 men. Assume that the present 
process of production requires 100 men. 
Given a certain desired rate of return on 
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investment, the Company must establish a 
schedule of labor-cost savings in order to 
determine whether or not the proposal is 
attractive. 

After establishing the number of men to 
be released from the gang, the next step is 
to determine which individuals will leave 
the old process. This information is im- 
portant ‘for at least three reasons. (1) The 
pay rate of the worker on the old job will 
establish the maximum labor-cost savings 
possible under ideal conditions. (2) By 
knowing which individuals will leave the 
old process, the Company may be better 
able to determine where the released 
workers will go. This information is im- 
portant since the pay rate on the new job 
may establish the labor-cost savings for the 
first year. (3) The average gang productiv- 
ity on both the new and the old jobs may 
be affected, depending on which individ- 
uals choose to transfer. To ascertain the 
importance of productivity changes, the 
Company will probably need to know 
which employees will transfer. Produc- 
tivity changes will be discussed later in this 
article. 

With the above information regarding 
the old and the new jobs, the labor-cost 
savings can be established for the 25 year 
period. For convenience, the labor-cost sav- 
ings for the first year will be discussed first. 
Assuming no change in worker productiv- 
ity, the labor-cost savings for the first year 
(assuming all workers are placed in another 
job) are established by the pay rate on 
either the old job or the new job, which- 
ever amount is smaller. If the pay rate on 
the new job is higher than on the old job, 
the worker must be paid this higher rate. 
Consequently, the pay rate on the old job 
is the maximum labor-cost savings which 
are possible as a result of the change. If the 
pay rate on the new job is lower than on 
the old job, the worker must be paid at 
least his old rate. Consequently, the maxi- 
mum labor-cost which can be saved during 
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the first year is given by the rate of pay on 
the new job. This is true in the sense that 
the Company can supposedly fill the new 
job at the lower rate with someone else if 
the original worker is not transferred. 

The annual labor-cost savings after the 
first year can be established by using the 
rate of pay for the old job. If the pay rate 
on the new job is lower than on the old job, 
the worker will be paid the lower rate after 
the first year. The situation is the same as 
if the original worker had been released 
and the new job had been filled by hiring a 
new man at the lower rate of pay. 

The following example is given to illus- 
trate the above discussion. Assume that 
the pay rate on the old job for all workers 
is $3 per hour. If a worker can be trans- 
ferred—but is not transferred—to a new 
job paying $3.50 per hour, the total hourly 
cost for both jobs is $6.50 per hour. If the 
worker is transferred, he must be paid the 
higher rate of $3.50 per hour for all years. 
Hence, the cost savings for all years can 
be established by using $3.00 per hour 
($6.50 — $3.50) which is the pay rate on the 
old job. If, on the other hand, the worker 
can be transferred—but is not transferred 
—to a new job paying $2.50 per hour, the 
total hourly cost for both jobs is $5.50 per 
hour. If he is transferred, he must be paid 
the higher rate of $3.00 per hour for at least 
the first year, after which time his pay 
rate can be adjusted to the lower rate of 
$2.50 per hour. Hence, the saving for the 
first year is $2.50 per hour ($5.50—$3.00) 
and for later yearsis $3.00 per hour ($5.50— 
$2.50). 

At this point in the calculation, a prob- 
lem arises regarding worker and gang pro- 
ductivity. When the proposed replacement 
was considered, some assumption regard- 
ing worker and gang productivity must 
have been made in estimating that 30 men 
could be released. It is important to know 
who will leave the gang if the range in 
worker productivity is large. Since the 
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Company has no control over who leaves 
the department, it may be necessary to 
consider the gang productivity when esti- 
mating the amount of the labor-cost sav- 
ings both before and after the adjustment 
in the size of the gang. For example, sup- 
pose that the average gang productivity 
before the change is 1,000 units per hour. 
Also assume that if the new method change 
is made and if the average gang productiv- 
ity is maintained, the gang can be reduced 
by 30 men. If the range in individual 
worker productivity is large, it might be 
that the productivity of the gang will in- 
crease or decrease depending on which 
workers choose to leave. If the workers 
with high productivity leave the operation, 
less than 30 men will be released. If the 
productivity is increased, the reverse would 
be true. 

This problem of increased or decreased 
gang productivity, from a practical view- 
point, can be quite important. Since assign- 
ments to jobs are made on the basis of sen- 
iority and since the pay rate of the worker 
must be protected for at least 52 weeks, 
there have been instances where a very pro- 
ductive employee has used his seniority to 
bid out of a department. Such an employee 
might move to a different job in a different 
part of the Company where he could re- 
main until the year was almost up and then 
use his seniority to bid into a higher paying 
job that might be open. There is no assur- 
ance that he could get back into his old job 
(because of the departmental seniority 
tule), but a worker with high seniority does 
have a tremendous amount of power in 
getting the job he wants. This type of sit- 
uation has occurred often enough that it is 
not necessarily the exceptional case. 

Up to this point, the worker productiv- 
ity on the new job has not been consid- 
ered. This, of course, is also of importance 
in establishing the labor-cost savings. This 
situation presents a very complex measure- 
ment problem because the firm must know 
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where the employees will go after they 
leave the old process as well as which em- 
ployees will be transferred. From a con- 
ceptual viewpoint, the Company should 
calculate a productivity gain or loss on the 
new job. This net figure then should be 
either added to or deducted from the labor- 
cost savings. 

As a matter of practice, worker produc- 
tivity on both the new and the old job is 
ignored. It is quite difficult to determine in 
advance of giving notice to the gang which 
employees will leave and where they will 
go. This information is the key to any pro- 
ductivity calculation. It may be that the 
dollar amount involved, particularly where 
the range in worker productivity is small, is 
so insignificant that it can be ignored with- 
out introducing a large error. If an estimate 
of productivity is made and the seven-day 
notice is given to the gang, there is very 
little the Company can do if the wrong 
workers choose to leave the gang. An “after 
the fact” calculation could be used only to 
check the estimates of the desirability of 
the proposed investment. 

Where a company faces a Hormel-type 
guaranteed annual wage plan, it is evident 
that a proposed process change can be 
evaluated only in terms of the entire com- 
pany operation. As was pointed out above, 
part of the basis for the labor-cost savings 
is the value of the worker in his alternative 
use. Of course, this depends on what will 
happen after the worker leaves the old 
process. In order to make an estimate of 
this alternative value, the company should 
probably consider (1) who will leave the 
old process, (2) the estimated number and 
the duration of the existing and future job 
openings, and (3) the size of the extra gang 
at the time the proposed process change is 
being considered. In order for maximum 
labor-cost savings to exist (assuming no 
labor turnover), the firm must be con- 
stantly expanding; that is, true cost sav- 
ings require that if the company does not 
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decide on the proposed capital-for-labor 
substitution, it faces a situation of having 
to hire more labor in order to expand some 
other part of the operation. No cost savings 
exist if the value of the workers in their 
alternative use is zero (i.e., a ‘make work” 
situation). 

The current size of the extra gang as well 
as the current and anticipated job openings 
would be fairly good indicators of the pos- 
sibility of absorbing the released workers. 
This same relationship, plus additional in- 
formation on the expected duration of the 
open jobs and the length of time before fu- 
ture job openings will actually be realized, 
might be used to estimate the time lag 
that would exist between the release of the 
worker from the old job and his entry into 
the new job. Should a time lag exist, it is 
important because it represents a payment 
for time not worked, and this payment 
should be deducted from the estimated 
labor-cost savings. 

From the above discussion, it is apparent 
that the Company, operating under condi- 
tions of uncertainty, faces many difficult 
or perhaps impossible measurement prob- 
lems in a replacement decision. It may be 
that a useful approach to the problem 
would be to establish a range in which the 
actual labor-cost savings will fall. This 
approach may call for more than one cal- 
culation of the possible savings. Notice 
that as long as the average wage rate on a 
particular gang is above the common labor 
wage rate, the minimum or worst possible 
labor-cost savings will always be greater 
than zero as long as the life of the change 
extends beyond one year. In the example 
of the change in the manufacturing proc- 
ess, the worst that can happen is for all 30 
men to go to the extra gang and remain 
there for the entire life of the project which 
is 25 years. During the first year, their old 
pay rate must be maintained and the pos- 
sible cost savings would be zero. However, 
at the end of the year, the pay rate would 
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be reduced to the common labor wage rate, 
The annual cost savings after the first year 
could be computed as follows: 


The wage rate paid during the first year less the 
common labor wage rate times the standard hours 
in the work year times the number of men being 
released. 


If the annual cost savings based on the 
above computation is great enough to make 
the proposed change attractive on a rate. 
of-return basis, the Company should make ! 
the change. The rate of return actually | 
earned could be higher but it could never 
be lower than the rate resulting from the | 
above calculation. Thus, a lower limit of 
the possible cost savings could be estab- | 
lished. This calculation assumes that the 
average productivity of the gang after the 
change is at least as good as before the 
change. 

A maximum labor-cost savings will be 
realized if all of the released workers are 
immediately placed in another use where 
the pay rate on the new job is at least as 
high as the pay rate on the old job. The 
following calculation can be used to esti- 
mate the maximum annual cost savings: 


The average yearly wage paid to the released 
workers times the number of workers to be re- 
leased from the process. 


This calculation assumes no change in gang 
productivity on either the old or new jobs. 
Also, it is assumed that there is no lapse of 
time (payment for time not worked) be- 
tween the reduction in the gang size and 
the re-employment of the workers. 

At this point, another interesting prob- | 
lem presents itself. Assume the above cal- | 
culation is made to establish the upper | 
limit of the cost savings. After checking the 
number of men on the extra gang and the 
current job openings, the Company may 
feel that the maximum labor-cost savings 
cannot be attained. If the lower limit does = 
not make the proposed project attractive, 
the Company could consider the possibility 
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of delaying the project on the basis of an 
estimate of future job openings. Of course, 
this possibility should be investigated in 
any event because it might be more ad- 
vantageous to wait a year even if there are 
several job openings currently available. 
This problem is no different than one which 
could arise in any replacement decision. 
The solution is to compare the savings 
foregone by delaying the investment with 
the income earned by investing the neces- 
sary capital in an alternative use for the 
same time period. Any differential in the 
future labor-cost savings would have to be 
added to or deducted from this result. 

The following example is given to illu- 
strate the above problem. Assume that the 
Company can have the following schedule 
of labor-cost savings over a 25 year period 
if the manufacturing process is changed 
immediately : 


Years Labor-Cost Savings 


4-25 


Assume that if the Company is willing to 
wait for three full years, expansion in other 
departments is anticipated which will ab- 
sorb all 30 workers immediately so that the 
cost savings for 25 years, starting from the 
4th year, would be $200,000 per year. If 
the necessary investment is 1 million dol- 
lars now or three years from now, the fol- 
lowing calculations’ would be made: 


I. Replacement of the Equipment Now 
(1) Capital investment cost 
(2) Less: Present value of the labor- 
cost savings for the three year 
iod 


Present 
Value 
of $1 

at 20% 


833 
.579 


57,900 66 , 506 


$ 933,494 


* An interest rate of 20% was used for the above 
calculation. 


II. Replacement of the Equipment Three 

Years from Now 

(1) Capital investment cost ($1,000,- 
000 times .579, the present value 
of $1 three years from now) 

(2) Less: Present value of using the 
machine from the 26th through 
the 28th year: 


$1,000,000 (4 970-4.948)..... 


4,948 


$ 572,533 


Net Cost of Investing in Three Years 


The above computation shows that (1) the 
investment cost now, reduced by the pres- 
ent value of the cost savings for the first 
three years is greater than (2) the present 
value of the cost of the investment three 
years from now, adjusted for the value of 
the additional three years of useful life. The 
Company should wait three years to invest 
since this is the least-cost alternative. This 
would usually be the case unless (1) the 
capital investment is very low, (2) the pos- 
sible labor-cost savings during the first 
three years is very high, or (3) the interest 
rate is very low. The benefit received by 
the Company from the 26th through the 
28th year is calculated by using the an- 
nuity method of depreciation where the an- 
nuity for each year is converted to its pres- 
ent value. This method assumes no change 
in technology since the annuity method is 
applicable only if the new manufacturing 
process is actually used for the three addi- 
tional years. 

Once the assumption of certainty is re- 
laxed and the practical measurement prob- 
lems are faced, the calculation of the labor- 
cost savings is difficult to make. As a prac- 
tical matter, the Company calculates the 
labor-cost savings based on the number of 
men to be released and the wage rate that 
is paid these men on their old jobs. Under 
conditions of uncertainty, this approach 
probably gives a reasonable approxima- 
tion to the true labor-cost savings. How- 
ever, this calculation gives the maximum 
labor-cost savings possible if all conditions 
are ideal for the proposed replacement. 
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Consequently, the method has a built-in 
bias in favor of replacement. Some of the 
factors accounting for a possible over- 
statement of the labor-cost savings are as 
follows: 

(1) The lapse of time between the reduc- 
tion in the gang and the reemployment of 
the workers is ignored. 

(2) This method assumes that the em- 
ployees will be placed in a job which is 
equally as valuable to the Company as the 
job which is being eliminated. Also, no 
allowance is made for the necessary train- 
ing period on the new job. This assump- 
tion and the omission of the training cost 
probably causes an overstatement of the 
labor-cost savings for the first year. 

(3) Any net productivity gain or loss 
caused by a change in the average produc- 
tivity of the gang being decreased or in- 
creased is ignored. 

(4) This method assumes a rate of ex- 
pansion at least sufficient to provide job 
openings to absorb the changes in gang 
size due to improved technology. This as- 
sumption relates closely to (1) above. 


THE GENERAL APPLICABILITY OF THE 
HORMEL PROBLEMS 


It may appear at first observation that 
the problems created by Hormel’s guar- 
anteed annual wage plan are quite special- 
ized and are of importance only to this one 
company. This type of guarantee is neither 
well-known among other firms nor does it 
seem to be spreading to other firms. The 
most recent plans established in the auto- 
mobile and steel industries are quite differ- 
ent from the Hormel-type plan. Further- 
more, at least one authority would argue 
that the automobile and steel plans reflect 
the most current thinking and probably 
indicate a trend for future types of guar- 
anteed wage plans.® 


®S. Herbert Unterberger, Guaranteed Wages and 
Supplementary Unemployment Pay Plans (Chicago, 
1956), p. 38. 
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On the other hand, the problems created 
by the Hormel-type plan and the related 
worker seniority provisions might affect 
the labor force of any firm, if 


1. the firm feels a strong obligation not to lay 
off an employee but rather absorb him jp 
some other part of the operation, or 


2. the firm is faced with worker seniority pro- 
visions (probably established by the labor 
union) which place certain restrictions on 
the transfer of employees between depart- 
ments within the firm. 


If either of the above conditions exists, the 
problems created by the Hormel-type plan 
may very well apply (at least in part) toa 
replacement decision in any business firm, 

The problems encountered as a result of 
the Hormel-type plan could also apply to 
production factors other than labor. For 
example, if a firm has committed itself to 
purchase a specified quantity of raw mate- 
rials and the price is negotiated on the basis 
of this specified quantity, there is a possi- 
bility that the firm could not change the 
quantity without incurring a price penalty 
payment. It is also possible for a firm to 
make a commitment for a given delivery 
schedule so that less flexibility exists in the 
use of the raw materials than in the use of 
labor under a Hormel-type plan. A sub- 
contracting agreement might be stated in 
these terms. If such an agreement does 
exist, the penalty payment incurred could 
be considered the same as a wage payment 
for time not worked. A long-term rental or 
lease contract in the case of machinery is 
also similar to a Hormel-type plan. Once a 
firm has entered into such a lease contract, 
the primary problem is to make the best 
use of the equipment. The rental payment 
is much like the guaranteed annual wage 
payment when a replacement decision 
arises. In general, then, the problem of the 
Hormel-type guaranteed annual wage plan 
may be more widely applicable than would 
appear at first observation. 
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SUMMARY AND CONCLUSIONS 


In conclusion, several general observa- 
tions can be made. First of all, with a 
guaranteed annual wage plan of the Hor- 
mel type, it is apparent that a process 
change in one part of the business must be 
evaluated in terms of the Company’s en- 
tire operation. This need for over-all plan- 
ning may not exist in the absence of such a 
wage contract because the excess em- 
ployees may not have to be absorbed else- 
where throughout the Company, but 
rather can be released immediately. 

Also, the firm is forced to plan over-all 
operations rather far into the future, i.e., 
to project the rate of expansion. This type 
of projection is necessary to determine the 
desirability of changing the process now or 
waiting until anticipated expansion is ac- 
tually being realized. If the labor force is 
not fixed in total, advanced planning of 
this type for purposes of a replacement de- 
cision would not be as important. 

If the possible changes in gang produc- 
tivity are important, a type of input-out- 
put analysis is necessary. This is a need 
which is frequently overlooked in the con- 
ventional accounting system. Also, the in- 
put-output studies called for on the new 
job should be in terms of the net realiz- 
able value of the product rather than in 
terms of the cost of producing the product. 
The cost, in this instance, is an opportu- 
nity cost, i.e., the value foregone if there is 
a net productivity loss. Existing work 
measurement techniques, to the extent 
that they are concerned with production 
cost, are inadequate. 

In establishing the labor-cost savings, an 
important factor to be considered is the 
value of the labor in its alternative use. 
Consequently, the opportunity cost con- 
cept may be the basis for the entire calcula- 
tion. Conventional accounting records are 
quite inadequate since an analysis of past 
cost may be a very poor approximation of 


the opportunity value of the excess work- 
ers. In the typical replacement decision, an 
analysis of historical accounting costs may 
prove very helpful because the problem is 
one of estimating future operating cost sav- 
ings rather than the value of the laborer on 
a job to which he will ultimately move. 
With a guaranteed annual wage plan of the 
Hormel type, a typical replacement deci- 
sion involves job rather than worker elimi- 
nation. The worker probably will not move 
out of the Company. 

The preceding discussion appears to 
justify the conclusion that a typical re- 
placement decision in a firm with a Hormel- 
type restriction on the labor force must be 
made at a fairly high management level. A 
decision which once could be made on the 
basis of engineering estimates and cost 
analyses with the object of obtaining a 
least-cost combination of factors of produc- 
tion must now consider the future expan- 
sion policy of the firm which is being de- 
termined by top management. Conse- 
quently, the replacement decision is now 
elevated to a top-level decision; at least, 
some of the data for the decision must come 
from the top. 

The rate of firm expansion and replace- 
ment decisions are very closely related. Un- 
der the Hormel-type plan, the rate of ex- 
pansion possible for the Company may de- 
termine how rapidly new technological 
changes can be introduced into the existing 
production operations. In this sense, it is 
the expansionary efforts of the Company 
which produce the labor-cost savings made 
possible by improved technology within 
the existing operation. Without expansion, 
there may be very little advantage to a re- 
combination of the factors of production 
unless the labor force is to decrease in total. 
For the Hormel Company as well as many 
other firms, a decrease in the total labor 
force—at least in the short run—is quite 
unlikely. 

On the other hand, notice that the Hor- 
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mel-type guaranteed annual wage plan be that the rate of return demanded of a 
may actually stimulate expansion into new new expansionary project could be lowered 
areas. In addition to the income possible because the risk of the proposed project ( 
from developing new products, the firm would be decreased. The decreased risk on | k 
may be able to take advantage of a labor- the proposed expansion is due to the labor. 

cost savings in some other part of the exist- cost savings elsewhere within the firm. Augus 
ing operation. The labor required for a In conclusion, then, the expansion pos- more. 
proposed expansion project may be cost- sibilities of a firm are the important con- 

less. This is true in the sense that an im- _ siderationsin a replacement decision where } F 
provement in technology and a reduction the firm faces a Hormel-type guaranteed John Ci 
in cost are now possible in some other part annual wage plan. The adoption of better 

of the operation. There may also be other production methods is tied in with the rate 

cost advantages in addition to the labor- of firm expansion rather than with the nat- 

cost savings as a result of adopting the new__ ural attrition of the labor force as is usu- Bentley 
method. An alternative viewpoint would ally thought. 
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ASSOCIATE MEMBERSHIPS 


tion, the numbers of new Associate Memberships are reported by schools. These 


Pre THE INFORMATION of teaching members of the American Accounting Associa- 


include all applications processed by our Secretary’s Office during the period of 
August 25, 1958 through January 15, 1959 from schools with five memberships or 


more. 


Indiana University (137) 
John Carroll University (293) 


Bentley School of Finance 
Drake University 


Fairleigh Dickinson University 


City College of New York 
Husson College 
Miami University 


Bryant College 

C. W. Post College 

DePaul University 

Fort Hays Kansas State College 
Franklin & Marshall College 
Howard University 

McGill University 

Mississippi State University 


Arizona State College 

Ashland College 

Bellarmine College 

Brooklyn College 

Canisius College 

Catawba College 

Clark University 

Earlham University 

Everett Jr. College 

Florence State Teacher’s College 

Florida State University 

Howard F. Green School of Ac- 
counting 

Indiana State Teachers College 

Tona College 


Alabama Polytechnic Institute 
Aurora College 

Baldwin-Wallace College 

Ball State Teachers College 
Bowling Green State University 
Casper College 


Over 100 Members 


LaSalle Extension University (125) 


Temple University (108) 
80-90 Members 


University of California at Los Angeles 


70-80 Members 
University of Iowa 

60-70 Members 
New York University 


50-60 Members 
University of Illinois 

40-50 Members 
Pennsylvania Military College 

30-40 Members 


Michigan State University 
Mississippi Southern College 


20-30 Members 


North Texas State College 
Quincy College 

Rutgers University 

San Jose State College 
University of Buffalo 
University of Cincinnati 
University of Denver 


10-20 Members 


Los Angeles State College 
Loyola University 
Northwestern University 
Ohio State University 

St. Mary’s University 

San Diego State College 
Seton Hall University 
Susquehanna University 
Tennessee Wesleyan College 
University of Alabama 
University of Baltimore 
University of California 
University of Colorado 
University of Detroit 
University of Kansas City 


5-10 Members 


Chicago Teachers College 
Columbia University 
Duke University 

East Central State College 


East Texas State Teachers College 


Eastern Illinois State College 
281 


University of Miami (153) 


University of North Carolina 


Pace College 
University of Arkansas 


University of Michigan 
University of North Dakota 
University of South Dakota 
University of Texas 
University of Washington 
Wayne University 

Western Reserve University 


University of Minnesota 
University of Missouri 
University of New Mexico 
University of Oklahoma 
University of Omaha 
University of Pennsylvania 
University of Puerto Rico 
University of San Francisco 
University of Utah 
University of Wisconsin 
Villanova University 
Walton School of Commerce 
Waseda University 

West Liberty College 


Fenn College 

George Washington University 

Georgia State College 

Harvard University 
School 

Henry Ford Community College 


Business 
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Hunter College 

Idaho State College 

International Accounting Society 

Kansas State Junior College 

Kansas State Teachers College 

Long Island University 

Louisiana State College 

Mohawk Valley Technical Insti- 
tute 

Morris Harvey College 

Murray State College 

North Florida Junior College 

Northeastern University 

Oakwood College 

Ohio University 

Oklahoma State University 

Pennsylvania State University 

Phillips University 

Portland State College 
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Rochester Institute of Technology 
Roosevelt University 

Russell Sage College 

Sacramento State College 

St. John Fisher College 

St. John’s University 

St. Joseph’s College 

Southern Methodist University 
Southwest Missouri State College 
Stevens’ Henager College 
Syracuse University 

Texas Christian University 
Texas Technological College 
Tulane University 

University of Chattanooga 
University of Chicago 

University of Dayton 

University of Duluth 

University of Florida 


University of Houston 

University of Idaho 

University of Kansas 

University of Oregon 

University of Pittsburgh 

University of Rhode Island 

University of Scranton 

University of Southern California 

University of Tennessee 

Upsala College 

Valparaiso University 

Virginia State College 

Wake Forest College 

Wharton Graduate School of 
Finance & Commerce 

Wichita University 

Woodbury College 

Xavier University 
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AMERICAN ACCOUNTING ASSOCIATION MEMBERS 
CONTRIBUTING THEORY QUESTIONS TO THE 
CPA EXAMINATION STOCKPILING PROJECT 


on CPA Examinations of the Amer- 

ican Accounting Association con- 
tinued to cooperate with the Director of 
Education, Mr. Wilton T. Anderson, and 
the Board of Examiners of the American 
Institute of Certified Public Accountants 
in stockpiling questions in Theory of Ac- 
counts for the CPA Examinations. The 
Committee actively encourages all mem- 
bers of the Association to prepare questions 
and model answers of the type which the 
members think should be used in future 
examinations. At each of seventy-three 
schools, most of which are members of the 
American Association of Collegiate Schools 
of Business, an accounting faculty member 
serves as local coordinator to work with his 
colleagues in the preparation of questions 
and answers. For those who find it useful, 
the Committee circulates the following 
check list of twelve points for the prelimi- 
nary evaluation of material submitted. 


D=0 the year 1958 the Committee 


3. Is the ability to use principles for the 
evaluation of situations or proposals 
tested? 

. When the question is directed at the ideas 
treated in current accounting literature, 
does it cover points of major interest? 

. Are the issues clearly stated without sug- 
gesting the correct answer? 

. Does the answer include separable, grad- 
able points which are of varying degrees of 
importance? 

. When irrelevant material is included to 
test the candidate’s discernment, is it kept 
to a minimum? Are deliberate “traps” 
avoided? 

. Is the candidate’s ability to make reason- 
able decisions tested? 

. Does the question test more than the 
candidate’s ability to memorize? 

. Does the question test the candidate’s 
ability in verbal expression? 

. Does the preparation of a correct answer 
demonstrate ability that a CPA should 
have? 

. What sources is the question based on? 


Questions and model answers prepared 


by the following AAA contributors were 
accepted during the year for final evalua- 
tion by the AICPA. 


1. What basic accounting principles are in- 
volved? 

2. Does the question require the integration 
of two or more areas of accounting theory? 


School Coordinator Contributor 


Cornell University 

Drake University 

Indiana University 

John Carroll University 

Los Angeles State College 
University of North Carolina 
University of Oregon 

Statd College of Washington 
University of Washington 
University of Wisconsin 


Joseph E. Hampton 
Roger W. Briggs 
Robert E. Walden 
Irving Christiansen 
Mary E. Murphy 
William A. Terrill 
Charles E. Johnson 
Eldon S. Hendriksen 
Arthur N. Lorig 

E. J. Blakely 


Joseph E. Hampton 
Roger W. Briggs 
Robert E. Walden 
Irving Christiansen 
Mary E. Murphy 
Erle E. Peacock 
Charles E. Johnson 
Eldon S. Hendriksen 
Arthur N. Lorig 
Roy E. Tuttle 


LAWRENCE L. VANCE 
KENNETH G. YOUNG 
RoBert A. MEIER, Chairman 
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1958 Committee on CPA Examinations 
Morton BAcKER 
Lowe. C. Doak 
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REPORT OF THE 1958 PRESIDENT 


C. ROLLIN NISWONGER 


the Association followed the cus- 

tomary pattern of completion of 
some projects carried over from earlier 
years and launching new projects and pro- 
grams. An exact measurement of progress 
isneither possible nor necessary. Each year 
represents only a small segment of the con- 
tinuing stream of influence on accounting 
education and research fostered by the 
Association. 

The officers and the many members who 
participated in the work of various com- 
mittees during 1958 may justifiably feel a 
sense of satisfaction. The principal role of 
the President has been to make sugges- 
| tions, to coordinate activities, and to give 
encouragement—in short, to keep things 
moving. Although not all of the goals set 
at the beginning of the year were attained, 
a great deal was accomplished. 


De the past year the activities of 


THE ACCOUNTING REVIEW 


Tue ACCOUNTING REVIEW continued to 
hold its high place in accounting literature 
and to grow in circulation and influence. It 
is without question one of the most impor- 
ant areas of Association activity and we 
are greatly indebted to the editor, to those 
in charge of the various departments, and 
to the many contributors. 

With the January, 1959, issue Frank P. 
Smith completed ten years of service as 
Editor. Upon the announcement at the an- 
nual business meeting of his imminent re- 
tirement from office, members adopted a 
resolution expressing the Association’s es- 
teem and gratitude for his valuable serv- 
ices. The complete text of the resolution 
appeared in the Report of the Convention 
published in the January, 1959 issue of 
Tae Accountinc REVIEW. 

Other retirements and resignations from 
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the editorial staff during 1958 were: E. Burl 
Austin, who was responsible for the Asso- 
ciation Notes department for the past ten 
years, A. Ben Carson, in charge of the 
Teachers’ Clinic, and Willard J. Graham 
and Robert K. Mautz of the Professional 
Examinations Department. To these men 
and to the others whose names continue to 
appear on the masthead go the Associa- 
tion’s thanks. 


RELATIONSHIPS WITH OTHER ACCOUNTING 
ORGANIZATIONS 


The Association has continued its policy 
of cooperation and cordial relationships 
with other accounting organizations. Rec- 
ognition of varying points of view was en- 
couraged by the appointment of non-teach- 
ing members to various Association com- 
mittees. In a number of cases Assocation 
committees exchanged information with a 
related committee of another organization 
and, in addition, many of our members 
served on committees of other organiza- 
tions. 

During the year the President repre- 
sented the Association at the spring meet- 
ing of Council of the American Institute of 
Certified Public Accountants in Phoenix, 
at the Ohio State University Institute on 
Accounting, and at the annual meeting of 
the National Association of Accountants 
in Chicago, the American Institute of Cer- 
tified Public Accountants in Detroit, the 
Institute of Internal Auditors in Detroit, 
and the Federal Government Accountants 
Association in Washington. Another officer 
represented the Association at the annual 
meeting of the American Woman’s Society 
of CPAs and the American Society of 
Women Accountants. The President also 
attended various meetings of chapters of 
Beta Alpha Psi and other organizations. 
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ANNUAL CONVENTION 


Details of the program of the annual 
convention held on the campus of Syracuse 
University on August 25-27 have already 
been reported by Secretary-Treasurer 
R. Carson Cox in the January issue of THE 
ACCOUNTING REVIEW. 

Attendance at the convention was the 
largest in the history of the Association and 
the host institution did a superb job of pro- 
viding accommodations and entertainment. 
The Association is indeed grateful to the 
Committee on Arrangements and the 
Ladies Program Committee, chairmanned 
by Professor and Mrs. Walter G. Kell, for 
their efforts in our behalf and for their 
warm hospitality. 

We are also indebted to those who par- 
ticipated in the technical sessions and the 
round tables. The excellence of the pro- 
gram was attested by the many expressions 
of praise that came to the President during 
and after the convention. 


ALPHA KAPPA PSI AWARD 


The 1958 Alpha Kappa Psi Award for 
unusual and meritorious service in the field 
of accountancy was presented to Eric L. 
Kohler. The presentation was made at the 
annual banquet by Willard J. Graham, a 
member of the Board of Directors of the 
Alpha Kappa Psi Foundation. 


CONVENTION SITES 1959-63 


In keeping with its recently adopted 
policy of scheduling annual conventions 
five years in advance, the Executive Com- 
mittee accepted an invitation to meet in 
Berkeley, California in 1963. The faculties 
of the University of California and of Stan- 
ford University will act as hosts. 

The complete schedule of dates and host 
institutions for the next five conventions is 
as follows: 


1959 Aug. 24-26 
University of Colorado, Boulder 


The Accounting Renew 


1960 Aug. 29-31 

Ohio State University, Columbus 
1961 Aug. 28-30 

University of Texas, Austin 
1962 Aug. 27-29 

Michigan State University, East 

Lansing 

1963 Aug. 26-23 


University of California-Stan. 
ford University, Berkeley 


AMENDMENT OF BY-LAWS 


A Committee on By-Laws was appointed 
during 1958 to consider the creation of the 
office of president-elect. The recommenda- 
tions of the committee were approved by 
the Executive Committee and presented to 
the members at the annual business meet- 
ing for consideration. 

The essential features of the proposal 
were: (1) establishment of the office of 
president-elect, the person so elected to be 
automatically advanced to the office of 
president in the following year, and (2) 
modification of the composition of the Ex- 
ecutive Committee to include the presi- 
dent-elect, who shall continue to serve on 
the Committee for the two years following 
his term as president. The proposal was 
approved by vote of the members, to be- 
come effective in 1960. 

A complete statement of the amend- 
ments to the by-laws is included in the re- 
port of the convention which appeared in 
the January, 1959 issue of THE Account- 
ING REVIEW. 


NEW PUBLICATIONS 


A Survey of Economic Accounting writ- 
ten by the Committee on National Income 
Accounting, was published by the Associa- 
tion in August. This 8$ X11, 112 page vol- 
ume provides materials for teachers of in- 
troductory or advanced courses in prin- 
ciples of accounting who devote two to 
three weeks on economic accounts, state- 
ments of funds, balance of payments, in- 
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put-output tables, and allied subjects. 
Problem materials occupy about one third 
of the volume. A solutions manual is 
also available to teachers. 


MEMBERSHIP 


The membership of the Association con- 
tinues to increase, though at a somewhat 
slower rate than in the preceding year or 
two. During the past year the Membership 
Committee concentrated its efforts on in- 
viting accounting and finance teachers to 
become members and there were no large 
mass mailings of application forms. A total 
of 1,100 new members was obtained, the 
membership at the close of the year reach- 
ing 8,300. There was an increase of 300 
associate memberships during the year. 
The general chairman of the Membership 
Committee and the state chairmen are to 
be commended for their excellent services 
to the Association. 


EXECUTIVE COMMITTEE 


The Executive Committee is the govern- 
ing body of the Association, having re- 
sponsibility for general policies, publica- 
tions, the creation and discontinuance of 
committees, and the financial operations. 
A number of actions taken by the Execu- 
tive Committee are reported under various 
headings throughout this report. Other 
actions taken that may be of general in- 
terest are as follows: 


1. Formulated rules and procedures governing 
regional groups and approved a request from 
Ohio teachers to designate their annual 
meeting as a regional meeting of the Asso- 

ciation. 

2. Authorized the reprinting of Young Eyes on 
Accounting, with appropriate modifications, 
by the Institute of Chartered Accountants 
of Saskatchewan, and of a Spanish transla- 
tion for use in Mexico. 

3. Approved the publication of a complete 
membership roster in 1959 and supplements 
thereto in 1960 and 1961. 

4. Authorized the revision of membership ap- 
plication forms and the revision of the 
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general information booklet. 

5. Authorized the Secretary-Treasurer to re- 
print Price Level Changes and Financial 
Statements, by Ralph C. Jones. 

6. Established regulations governing the dis- 
position of old correspondence files, vouch- 
ers, and other records. 


COMMITTEE ON ACCOUNTING CAREERS 


The Committee on Accounting Careers 
is a new committee established to promote 
the distribution of Young Eyes on Account- 
ing, the career leaflet published in Decem- 
ber, 1957. Announcements of the publica- 
tion appeared in more than one hundred 
educational and guidance periodicals dur- 
ing the early part of 1958. As a conse- 
quence of this publicity and direct mailings 
to selected groups, some two thousand 
requests for a supply of the leaflet were 
received. Requests from high schools ac- 
counted for slightly more than half of the 
total, with colleges ranking second. In 
addition, a number of professional organi- 
zations, public accounting firms, and in- 
dustrial firms ordered copies for distribu- 
tion to high school students. The first 
printing of 100,000 was soon exhausted 
and an additional 200,000 were printed 
during the year. 

The program of publishing and distribut- 
ing Young Eyes on Accounting was co- 
sponsored by the American Institute of 
Certified Public Accountants and the 
Institute of Internal Auditors. It has been 
well received by high school and college 
teachers, guidance counselors, and practic- 
ing accountants. The committee has done 
a superb job of planning and managing 
this new Association venture. 


COMMITTEE ON FELLOWSHIP PROGRAM 


The establishment of a special fund for 
a doctoral fellowship program was an- 
nounced at the annual convention in Syra- 
cuse. The initial grant, in the amount of 
$25,000, was presented at that time by the 
Haskins and Sells Foundation. The pur- 
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pose of the fellowship program is to in- 
crease the supply of qualified teachers of 
accountancy. A committee composed of 
the three immediate past presidents of the 
Association has been given the responsibil- 
ity of administering the program in ac- 
cordance with guidance principles estab- 
lished by the Executive Committee. A 
preliminary announcement appeared in 
the October, 1958 issue of THe Accounrt- 
ING Review and complete details of the 
program for the 1959-60 academic year 
were published in the January, 1959 issue. 


JOINT COMMITTEE ON RESEARCH 


Research activities were expanded dur- 
ing the year and the committee structure 
reorganized to provide better coordination 
and interchange of ideas. A joint commit- 
tee on research, under the chairmanship 
of the Director of Research, was estab- 
lished, the remaining members of the com- 
mittee being the chairmen of the task 
committees working in various areas. The 
task committees during the year were as 
follows: Accounting Theory, Concepts and 
Standards of Income for Taxation, Gov- 
ernmental Accounting, Management Ac- 
counting, and Research Review. 

The functions of the joint committee 
include the encouragement of accounting 
research by individuals and by accounting 
task committees, assistance in reviewing, 
summarizing, and publishing the results 
of research, and cooperation with account- 
ing research groups from other organiza- 
tions. Brief comments on the plans and 
activities of the task committees follow. 

The committee on Accounting Theory 
is making a study of (a) the tendencies 
which seem to be at work in the field of 
accounting theory and accounting research 
and (b) the direction which research in ac- 
counting theory ought to take. 

The committee on Concepts and Stand- 
ards of Income for Taxation continues its 
study of some of the broader aspects of 
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taxation. Each member of the committee 
has been assigned a particular area for in- 
vestigation. 

The committee on Governmental Ac- 
counting has compiled a list of research 
topics for possible consideration by a suc- 
cessor committee or other committees. 

The committee on Management Ac- 
counting has completed a report entitled 
“Tentative Statement on Management 
Accounting, Its Scope, Significance, and 
Application.” The report is scheduled for 
publication in an early issue of THe Ac- 
COUNTING REVIEW. 

The committee on Research Review was 
responsible for the publication of a list of 
theses and faculty research projects in the 
October issue of THE ACCOUNTING REVIEW. 
Several manuscripts and a collection of 
readings in preparation by individuals are 
under consideration for publication by the 
Association. 


JOINT COMMITTEE ON EDUCATION 


The Joint Committee on Education is 
composed of the chairmen of the various 
task committees assigned to specific areas, 
plus a general chairman. During 1958 the 
task committees were as follows: Account- 
ing Instruction in Electronic Data Process- 
ing, C.P.A. Examinations, Faculty Resi- 
dency, Internal Auditing, National 
Income Accounting, Personnel Testing- 
Advisory, Professional Education in Ac- 
counting, Standards of Graduate Instruc- 
tion, Student Internship, and Teaching 
Methods. 

The committee on Accounting Insiruc- 
tion in Electronic Data Processing com- 
pleted its study of course objectives and 
the place of electronic data processing in 
the accounting curriculum. The report, 
which will also include a list of schools of- 
fering such courses and a current bibliog- 
raphy, was approved by the Executive 
Committee for publication in THe Ac- 
COUNTING REVIEW. 


The 
has cc 
theo 
Instit 
Severe 
sidera 

The 
couras 
perien 
publi 
numb 
pating 

The 
respo 
the I 
larly i 

The 
count 
public 
count 

Th 
Advis 
the re 
mitte 
Acco 
assist 
in re 

Th 
tion 
based 
profe 
comn 
profe 
discu 
profe 
mitte 
in TE 

T 
ate I 
mun 


The committee on C.P.A. Examinations 
has continued its program of obtaining 
theory questions for use by the American 
Institute of Certified Public Accountants. 
Several additional projects are under con- 
sideration. 

The committee on Faculiy Residency en- 
courages teachers to obtain practical ex- 
perience through residencies in industry, 
public accounting, and government. The 
number of colleges and teachers partici- 
pating in the program continues to grow. 

The committee on Internal Auditing is 
responsible for maintaining contact with 
the Institute of Internal Auditors, particu- 
larly in the area of education. 

The committee on National Income Ac- 
counting completed its project with the 
publication of a survey of economic ac- 
counting and was discontinued. 

The committee on Personnel Testing— 
Advisory was appointed during the year at 
the request of the Personnel Testing com- 
mittee of the Institute of Certified Public 
Accountants. The advisory committee will 
assist the Personnel Testing committee 
in revising the Level II Achievement Test. 

The committee on Professional Educa- 
tion in Accounting completed its broadly 
based study of the nature and concept of 
professional education. The report of the 
committee delineates the objectives of 
professional education in accounting and 
discusses the problems of implementing a 
professional program. The Executive Com- 
mittee approved the report for publication 
in AccountTING REVIEW. 

The committee on Standards of Gradu- 
ate Instruction continued its study of mini- 
mum standards for the doctoral program 
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in accounting. 

The committee on Student Internship 
initiated a study of industrial internships 
for accounting students. 

The committee on Teaching Methods 
was a new committee in 1958. It has begun 
a study of teaching methods currently in 
use, with particular emphasis on ways and 
means of handling the problems of larger 
enrollments. 


REGIONAL MEETINGS 


Three meetings of regional groups, all of 
which were attended by the President, 
were held during the year: the Southeast- 
ern Group in Baton Rouge, the Southwest- 
ern Group in Dallas, and the Ohio Group 
in Columbus. Excellent planning by the 
respective committees on arrangements 
was evidenced by a good attendance and 
a stimulating program at each meeting. 


* * * 


The honor of serving as President of the 
American Accounting Association during 
the past year is deeply appreciated. It has 
been a busy and enjoyable year. I wel- 
comed the opportunity of becoming better 
acquainted with the members and working 
closely with many of them. A character- 
istic of the members that impressed me 
greatly was the enthusiasm with which 
they responded to my requests for assist- 
ance. Certainly no one could have had 
better cooperation. 

To the officers, committee members, 
and many others who assisted in the work 
of the Association go my sincere thanks. 
I am grateful for your advice, encourage- 
ment, and support during the past year. 
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AMERICAN ACCOUNTING ASSOCIATION 


REPORT ON EXAMINATION 
OF ACCOUNTS 


For the year ended December 31, 1958 


BEYER, BrRicKEY & DICKERSON 
CERTIFIED PUBLIC ACCOUNTANTS 
CoLumBus, 


REPORT ON EXAMINATION OF ACCOUNTS 


For the year ended December 31, 1958 


Executive Committee 
American Accounting Association 
Columbus, Ohio 


We have examined the statement of 
financial position of the American Ac- 
counting Association as of December 31, 
1958, and the related statements of income 
and net worth of the General and Life 
Membership Funds for the year then 
ended, and of the AAA Fellowship Fund 
from the date of its inception to December 
31, 1958. Our examination was made in 
accordance with generally accepted audit- 
ing standards, and accordingly included 


such tests of the accounting records and 
such other auditing procedures as we con- 
sidered necessary in the circumstances, 
In our opinion, the accompanying state- 

ment of financial position and related 
statements of income and net worth pre- 
sent fairly the financial position of the 
American Accounting Association at De- 
cember 31, 1958, and the results of its op- 
erations for the year then ended, in con- 
formity with generally accepted principles 
of accounting applied on a basis consistent 
with that of the preceding year. 

BEYER, BrickEyY & DICKERSON 

Certified Public Accountants 
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Exhibit A 


American Accounting Association 


STATEMENT OF FINANCIAL POSITION 


As at December 31, 1958 


Life AAA 
Generdl Membership Fellowship Comnbined 
Assets Fund Fund 

Cash on hand and in banks.....................c00005 $12,592.83 $1,538.15 $ 19.48 $14,150.46 
United States Treasury obligations, at cost plus accrued 

interest (maturity value $25,000).................... $ — $ — $25,178.57 $25,178.57 
United States savings bonds 

$31,439.00 $8,292.00 $ — $39,731.00 
$ 172.85 $ 940.90 $ — $ 1,113.75 

Less: Allowance for doubtful accounts................ 15.00 18.65 _ 33.65 
$ 157.85 $ 922.25 $ — $ 1,080.10 
Prepaid expense 

Office supplies, postage and convention expense....... $ 753.01 $ — $ —- $ 753.01 
Office equipment (at nominal value)................... $ 1.0 $ — $ -— $ 1.00 

Liabilities and Net Worth 

Accounts payable and accrued expense................. $ 6,390.35 $ — $ — $ 6,390.35 
Collections received in advance: 

Total Liabilities and Net Worth..............00.0ce000s $44,943.69 $10,752.40 $25,198.05 $80,894.14 


See accompanying Note to Financial Statements. 
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Exhibit B 
American Accounting Association 
STATEMENT OF INCOME—GENERAL FUND 
For the year ended December 31, 1958 
Income 
Members’ dues........... 
Associate members’ dues 
Subscriptions to THE ACCOUNTING REVIEW 
Advertising 


Sales of membership lists, net 
Sales of other publications 


Expense 
Printing and mailing expense: 
AccountTING REVIEW...................... $35,470.13 
Other publications 1,745.55 $37,215.68 


Officers’ travel, meetings, and administrative expense: 
Executive committee meetings 
President’s expense 
Other officers’ expense 


Committee expenses (Schedule 1) 
Salaries (Note A) 


Office supplies, stationery, and other expense (Note A) 
Convention cost (net) 

Provision for doubtful accounts 


Net loss for the year. . 


See accompanying Note to Financial Statements. 


Schedule I 
American Accounting Association 
STATEMENT OF COMMITTEE EXPENSES—GENERAL FUND 
For the year ended December 31, 1958 


Membership 
Joint Committee on Education 
Accounting Careers 
Nominations 
Fellowship Program... . 
Southeastern Group 
Southwestern Group 
Task Committees on Education: 
Standards of Graduate Instruction 
CPA Examinations 
National Income Accounting 
Internal Auditing 
Standards of Student Internship 47 
Faculty Residency 1,143.09 


ns 


Task Committees on Research: 
Accounting Theory 
Management Accounting ae Sits 796.86 3,871.53 


$10,824.90 


See accompanying Note to Financial Statements. 
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Exhibit C 
American Accounting Association 
STATEMENT OF INCOME—LIFE MEMBERSHIP FUND 
For the year ended December 31, 1958 


Income 
Sales of publications: 
Paton and Littleton Monograph 
Price Level Changes and Financial Statements 
Young Eyes on Accounting 
Economic Accounting 
Littleton Monograph 
Index to THE ACCOUNTING REVIEW 
Royalties from sales of Readings in Cost Accounting, Budgeting, and Control 
Contributions toward publication of Accounting Careers Booklet, Young Eyes on 
Accounting 
Life membership contributions . 
Interest 
Collections on 1957 accounts previously considered doubtful 
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Expense 
Printing and mailing expense 
Accounting Careers Booklet, Young Eyes on Accounting 
Economic Accounting 
Price Level Changes and Financial Statements 
Miscellaneous 


Salaries, office supplies, stationery, and other expense (Note A) i 9,277.45 


Net income for the year $ 4,595.55 


See accompanying Note to Financial Statements. 


Exhibit D 
American Accounting Association 
ANALYSIS OF CHANGES IN NET WORTH 
For the year ended December 31, 1958 


Life 


Funds 
Net worth, January 1, 1958 921. ,156. _ $25,078.56 


Contributions during the year (to establish AAA Felow- 
ship Fund) _ _ 25,000.00 25,000.00 


Net income (loss) for the year (Exhibits B and C)..... (4,735.32) 4,595.55 — (139.77) 
Return on investment of AAA Fellowship Fund _ _ 198.05 198.05 


Net worth, December 31, 1958 $14,186.39 $10,752.40 $25,198.05 $50,136.84 


See accompanying Note to Financial Statements. 


American Accounting Association 
NOTE TO FINANCIAL STATEMENTS 
As at December 31, 1958 
A. Salaries, office supplies, stationery, and other expenses of the Association office were ames between the 
General ry yee - Life Membership Fund on the basis of the ratio of the income of each fund to the total 
income th funds 
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THE TEACHERS’ CLINIC 


GLEN G. YANKEE 


Eprtor’s Note: This section of THz AccouNTING REvrew is devoted to matters of particular interest to account- 
ing instructors. The contribution of articles bearing on the nature and purpose of various types of accounting 
education, or dealing with techniques of accounting instruction, is invited. Address all correspondence to Glen G. 
Yankee, School of Business Administration, Miami University, Oxford, Ohio. 


PEDAGOGICAL IMPLICATIONS OF THE MATERIALITY CONCEPT 


CHARLES H. GRIFFIN 


University of Illinois 


The procedures and methods of profes- 
sional accountants embrace a multitude 
of alternative courses of action. Many of 
these are predicated on considerations 
other than conformance to accepted the- 
ory. In these instances, the defenses offered 
for the taking of such a position often cite 
the relative importance, or unimportance, 
of the item in question—its significance or 
materiality. Accountants in their efforts 
to frame a useful definition of materiality 
have produced many illustrative applica- 
tions and proposed criteria for measure- 
ment but have suggested little in specific 
identification or delimitation of the con- 
cept itself. The central theme of most of 
these gives emphasis to relative importance 
or relative magnitude, dependent in large 
measure on individual value judgments. 
The nebular quality of definition has not 
deterred, however, the wide acceptance of 
the concept in its application in profes- 
sional practice; nor is it here implied that 
such a standard is not a useful measure by 
which accounting procedures may be ex- 
plained or justified. Yet, it seems appropri- 
ate to explore some of the collateral effects 
of interpreting materiality in the class- 
room, wherein the instructor projects the 
usefulness of the concept in its practical 
application. 

The position of the accounting teacher 
is, in part at least, curiously paradoxical 
in nature. He must equip the accounting 
student with the tools of his art in suffi- 
cient measure to promote an orderly tran- 
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sition to a business environment that is 
immediate and urgent. In such an atmos- 
phere, where a spirit of practicality is per- 
vasive, the accountant must necessarily 
collate the possible mal-effects of depart- 
ing from accepted theory with the rewards 
derived from adopting accounting expedi- 
ency. If such practice indicates no material 
distortionary effect on measured income 
or asset valuation, his position in such a 
course would seem the more tenable. Yet, 
the instructor of accounting promotes the 
belief that theoretical considerations, 
wherein precision of definition and accu- 
racy of computation are considered praise- 
worthy goals, provide the most desirable 
framework for professional practice. Are 
these seemingly antithetical objectives 
capable of compromise? What are the 
pedagogical implications of the classroom 
emphasis on materiality? What are its 
rewards and costs? 

The interdependence of accounting edu- 
cation and professional practice is con- 
ceded, and the benefits which accrue to 
each are compounded by their mutual in- 
debtedness. Formal accounting education 
may be regarded as an interim experience 
of comparative short duration which in- 
troduces a more lengthy professional work 
experience. For this reason it is doubly 
significant that collegiate courses in ac- 
counting give heed to the occupational 
framework for careers in accounting. Edu- 
cation in accounting thus should call for a 
development of knowledge of accounting 
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concepts and principles together with skill 
in their application to specific business 
problems. In such application, particu- 
larly in courses in auditing, problems, and 
accounting systems, use is frequently 
made of illustrative cases extracted from 
the experiences of accounting practice. It 
is significant that this business history 
makes frequent and pointed reference to 
materiality as a much employed standard 
explaining accounting action. The instruc- 
tor’s assignment of collateral readings in 
bulletins, periodicals, and other publica- 
tions of professional societies which are 
replete with references to this concept ad- 
ditionally reinforces its importance. Surely 
such emphasis fortifies the student for the 
practicality of his first employment and 
promotes a more orderly transition from 
the classroom to a productive employment 
status. To this extent the rather immoder- 
ate cost of adjustment and orientation 
may be measurably reduced. 

However, these benefits do not accrue 
without cost. The fact that an error intro- 
duced by the taking of accounting action 
at variance from accepted theory is not of 
the magnitude to preclude its use may have 
unfortunate pedagogical implications. The 
emphasis on quantified error and its effects 
would seem to impede partially the best 
educational development of the account- 
ing student. Among its possible mal-effects 
are these. 

(1) It may encourage a satisfaction with 
approximation and inexactitude in ac- 
counting problem solution and research. 
Convinced that errors of small magnitude 
do not appreciably distort or mislead, the 
student may rationalize that there is little 
reason for indulging in time consuming re- 
fnements requisite for accuracy in com- 
putation. Oftentimes, there is manifestly 
little premium attached to the correctness 
of final answers so long as the method of 
solution reflects correct accounting proce- 


dures. Unquestionably much merit pro- 
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ceeds from an emphasis on orderliness and 
system in solution; yet, it patently ignores 
the also-important consideration of the 
accuracy of final answer. 

(2) It would seem to deprecate the im- 
portance of understanding and appreciat- 
ing the technical nuances of accounting, 
of which there are many. A concept so 
dedicated to relative importance may pro- 
vide insufficient incentive for the student 
to inquire into the subtleties which abound 
in the accounting art. 

(3) It overlooks, or at least minimizes, 
the significance of precision as a valuable 
mental discipline. Indeed the concept im- 
pliedly fails to recognize that certain merit 
attaches to the study of accountancy apart 
from its occupational framework. Yet, 
unmistakably other values derive from 
its study. Professor A. C. Littleton sug- 
gests that the “learning of disciplined 
thinking about dealing with data” is such 
a value. It is “the sort usually attributed 
to mathematics and statistics. But,” he 
continues, “accounting also insists on ac- 
curate identification of detail and organi- 
zation of data in a meaningful way. Its 
study at the university level provides 
some of the same kind of beneficial disci- 
pline as these other subjects, and it pos- 
sesses general educational values in 
addition to the more strictly technical 
values for students of business manage- 
ment and professional accounting.’* The 
student who aspires to a career in engineer- 
ing or medicine is importuned to practice 
precision in measurement and definition 
even though it conduces to but small re- 
ward. Yet, the accounting student con- 
fronted with the formidability of this 
discipline is often disposed to take refuge 
behind the aegis of materiality or its impli- 
cations. Upon graduation, the prospective 
employee should offer credentials which 


1A. C. Littleton, “A Third Use Value of Account- 
ing,” THe AccountTING Review, April, 1950, p. 192. 
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attest not only to his accumulation of tech- 
nical skills but the benefits derived from 
disciplined thinking as well. Difficult to 
define and measure, it is nonetheless an 
important part of the accountant’s pro- 
fessional equipment. 

This is not to advocate a diminution of 
classroom illustration and explanation of 
the concept of materiality. The rewards 
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from such explanation are self-evident. 
However, the accounting teacher is ep. 
couraged to weigh carefully the collateral 
effects of its emphasis and to give appro. 
priate recognition also to the importance of 
precision as a valuable mental discipline. 
Prudent compromise would seem to pro- 
mote the optimum benefit for the account- 
ing student. 


STATEMENT OF SOURCE AND APPLICATION OF FUNDS WITH- 
OUT FORMAL WORKING PAPERS! 


R. M. MIKESELL 
Indiana University 


The purpose of this article is to describe 
a method of reducing the time required 
for preparing a statement of source and 
application of funds. It consists of substi- 
tuting two T-accounts for the formal work- 
ing papers commonly used in source and 
application of funds preparation. The 
method is especially useful in examina- 
tions because of the great saving of time 
effected in organizing the information re- 
quired for the statement. 

Of the two T-accounts, one is used to 
accumulate information for determining 
and explaining the amount of funds pro- 
vided by operations. The second T-ac- 
count is used to list funds provided and 
funds applied, the balance, of course, 
representing the change in working capital 
as shown in detail by the statement of 
working capital changes or determined in 
some other manner. The first T-account 
may be captioned with the natural title of 
“Funds Provided by Operations,” the 
second with the title, ‘Source and Appli- 


For some years I have encouraged students to 
make source and application of funds statements with- 
out use of the conventional worksheet. For the T-ac- 
count technique I am indebted to two former students, 
Captain Simeon Pate, Jr. (USAF), who conceived the 
idea, and Captain Harris Sentir (USAF), who gave a 
clear exposition of its use in one of my classes. 


cation of Funds.” Obviously the T-ac- 
counts are not a substitute for the mental 
analysis of transactions and changes which 
affected working capital but only for the 
mechanics of the formal worksheet. 

The first entry in the Funds Provided 
by Operations T-account should be the 
net gain or loss transferred to Retained 
Earnings. If the last few items in the op- 
erating statement pertain to extraordi- 
nary gains or losses from disposal of fixed 
assets or other unusual transactions, time 
will be saved by starting with the net gain 
or loss from operations. Other entries in 
the account will be for (1) non-working 
capital debits or credits to net income and 
(2) debits and credits for extraordinary 
gains or losses if these latter are included 
in the net income figure used as the initial 
entry. 

When all adjustments of the net income 
(or loss) figure are recorded, the T-account 
might appear as follows: 
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Funds Provided by Operations 
len 
. Gain on sale of building................... 7,000 | Net income per P/L statement............. 40,000 
€Q- § Amortization of premium on bonds payable. . . 860 | Depreciation of fixed assets................ 8,000 
feral § Income from sinking fund securities......... 230 | Amortization of leasehold improvements. .... 5,200 
Funds provided by operations (balance)... ... 45,590 | Loss on insurance settlement related to de- 
pro- 
ce of 
line. The Source and Application of Funds 
pro- T-account may begin with the amount of 
unt- funds provided by operations as deter- 
mined above, with other entries for con- 
ventional transactions as shown in the 
illustration: 
Source and A pplication of Funds 
A pplied Provided 
Purchase of delivery equipment............ 3,100 | Insurance settlement-delivery equipment... .. 1,350 
~ac- increase in working capital (balance)....... 62,340 
ntal 
hich In preparation of the formal statement a. Non-fund changes, such as appropria- 
the — of source and application of funds, if time ye 
is limited, the student may be allowed to 
the } single figure, since he has already shown transactions. 
ined § the detailsin his T-account. b. No entry is required for the non-fund 
op- Unable to resist the teacher’s traditional portion of transactions which are partly 
J . ; fund and partly non-fund, e.g., the credit 
rdi- § propensity to summarize and conclude, I to Allowance for Depreciation. As an- 
xed desire to make the following general ob- other example, the exchange of fixed 
ime § servations about use of the devices de- assets at a gain or loss, with payment of 
ain scribed above: cash, would normally require four or em 
i : i ksheet but only 
1. They are not intended to supplant the 
cing formal worksheet but to be substituted Ce 
and when preparation of the worksheet would c. Arrangement of entries as to proper lines 
ary consume a disproportionate amount of the and money columns and balancing of 
ded - time available for an examination or columns which require a material amount 
tial 2 The way deprived of the dab 

required when T-accounts are used. 

of . Grading of solutions to funds problems is 
yme nsactions, which is a valuable by-pr uct greatly simplified if the worksheet is 
unt of source and application of funds study. eunitted. 

3. Use of the T-accounts enables the student . Students like the T-account method, and, 
to concentrate on the analysis of transac- recognizing the possibility of personal bias 
es without giving so much attention to on my part, seem to master fund statement 

e mechanics of the formal worksheet. oy 
4. The economy of time from use of the T- 
accounts is accomplished in the following 
ways: 


NOTES ON FUNDS PROVIDED BY OPERATIONS 


GEorRGE H. SorTER 
Universtiy of Chicago 


One of the recurrent problems faced by 
accountants is to convince consumers of 
accounting data that depreciation expense 
is not a source of funds. That this problem 
has not been finally solved is evidenced by 
such a statement as “‘An even bigger profit 
reservoir is depreciation, the money that 
companies set aside . . . ” (Time Magazine 
of 12/9/57) or a statement appearing in 
Business Week 9/27/58. “If we finance 
out of Depreciation Reserves.... ” Un- 
doubtedly one of the contributing factors 
influencing such misuse of terminology is 
the practice of showing depreciation and 
other similar charges added back to the 
reported income figure in order to deter- 
mine ‘‘Funds provided by operations” in 
the conventional statement of funds pro- 
vided and applied. The following system 
of definitions has proved helpful in clarify- 
ing the derivation of “Funds Provided 
by Operations” and the role of different 
classes of revenue and expense in the con- 
struction and interpretation of the state- 
ment of funds. 

Income is defined as the difference be- 
tween Revenue and Expense. Revenue 
can either (1) increase current assets or 
reduce current liabilities (R,) or (2) in- 
crease non-current assets or decrease non- 
current liabilities (R2). Expenses similarly 
may either (1) decrease current assets or 
increase current liabilities (Z,) or (2) de- 
crease non-current assets or increase non- 
current liabilities (Z.). This definition of 
income can be presented in the following 
expression: 


(1) 


Funds provided by operations (Fo) is 
defined as the difference between revenue 
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increasing working capital and expenses 
decreasing working capital or: 


(2) 


Funds provided by operations may and 
probably should be presented in the for- 
mat of expression (2); i.e. listing all R,’s 
and deducting all £,’s.' It may, however, 
be more convenient to derive funds pro- 
vided from the reported income figure 
which is readily available in all published 
reports. If this is desired, expression (2) 
may be subtracted from expression (1) 
and, after suitable manipulation of terms, 
expression (3) evolves: 


(3) Fo=I-R.+ 


I is dependent on E; (See expression 1), 
therefore it is clear that no change in Fy 
can result from a change in Z, since any 
such change must be offset by an equal 
and opposite change in J. (Other terms 
remaining constant.) If depreciation ex- 
pense, for example, increases, income de- 
clines; if depreciation expense decreases, 
income increases, assuming no changes in 
revenue and other expenses. 

Undoubtedly this method represents a 
rather complex and formalistic attempt to 
drive home an obvious point, but such a 
system of definitions seems in order, since, 
unless my experience has been unique, it 
appears that the absurdity of funds pro- 
vided by depreciation expense has not al- 
ways been self-evident. 


1 See for instance William Vatter, The Fund Theory 
of Accounting and Its Implication for Financial Reporls 
(The University of Chicago Press, Chicago, 1947), p. 
103; Paton and Paton, Corporation Accounts and Stale- 
ments (The Macmillan Company, New York, 1955), p. 
452; Harry L. Kunze, “A New Form of Fund State- 
ment,” THE ACCOUNTING REVIEW, June, 1940, p. 224. 
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IMPROVING THE QUALITY OF ADVANCED ACCOUNTING 
INSTRUCTION 


Sam M. WooLsEy 
University of Houston 


Superior courses in intermediate and ad- 
vanced accounting in our colleges and uni- 
yersities are necessary to provide our 
students with the adequate training needed 
for advancement in the profession. It is 
therefore necessary that the subject matter 
in these courses supply both depth and 
scope of coverage. 

This reasoning has led the accounting 
staff at the University of Houston to study 
what the content of the mentioned courses 
should be. At the time of this study (Sum- 
mer 1958) we were faced with the problem 
of choosing a text for intermediate ac- 
counting from four new ones which were to 
be ready for the fall semester. Instead of 
planning a course to be taught from a 
particular text, it was decided to plan the 
course and then select the textbook(s). Ac- 
cordingly a topical outline of the subject 
matter which should be taught in each of 
the four advanced courses of accounting 
(Intermediate I, Intermediate II, Ad- 
vanced I, and Advanced II) was prepared. 
The listing of the topics by courses was as 
follows: 

Intermediate Accounting I: 

Review of Accounting Procedures 

Financial Statements 

Basic Principles and Concepts 

Cash and Temporary Investments 
Receivables 

Inventories 

Consignments and Installment Sales 
Investments 

Fixed Assets (including casualty insurance) 
Intangible Assets and Deferred Charges 

Intermediate Accounting II: 

Current Liabilities and Deferred Credits 
Long-Term Debt 
Corporations 

General Considerations 

Capital Stock 

Surplus 
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Analysis of Financial Statements 

The Funds Statement 

Income Determination (Including State- 
ments from Incomplete Data and Price 
Level Impact) 

Advanced Accounting I: 

Sole Proprietorship 

Partnerships and Ventures 

Estates and Trusts 

Statement of Affairs, Receivership, and 
Liquidation 

Actuarial Science 

Managerial Application of Data in Decision 
Making 

Introduction to Budgeting 

Advanced Accounting IT: 

Branch and Agency Accounting 

Consolidated Statements 
Parent and Subsidiary Relationships 
Accounting for Investments 
Transactions after Acquisition 
Changes in Degree of Control 
Intercompany Bonds and Preferred Stock 
Piecemeal and Basket Acquisition 
Intercompany Profits 
Consolidated Income and Surplus 
Goodwill Adjustments 
Reciprocal Relationships 
Consolidation Ledgers 
Foreign Subsidiaries 
Indirect Stockholders 

Business Combinations 

Recapitalization and Reorganization 


For Intermediate Accounting I (five sec- 
tions will be offered in the fall of 1958) an 
outline was prepared showing the detailed 
subject matter to be covered under each 
main topic. After choosing one of the four 
books just coming off the press as a basic 
text and agreeing that the other three 
would be supplementary texts, references 
were made in a topical outline to show for 
each book the pages which were related to 
each item on the topical outline. To give 
the general format of the outline, a portion 
of it is presented below: 
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UNIT 8 
INVESTMENTS 


Distinction Between Temporary and Long- 
Term Investments (1.315-6 3.353) 
Investment Cost (1.316 2.283 3.3546) 
Sale or Exchange of Investments (1.316-8 
2.283-4 3.368-70) 
Decline in Market Value of Investments 
8.4.1 Temporary or Short-Term Invest- 
ments (1.318-9 2.286 3.167-70) 
8.4.2 Long-Term Investments (1.320-1 
2.286-7 3.357) 
Dividends Payable in Capital Stock (1.321-2 
2.288 3.358-61) 
Stock Split-Up (3.361-2) 
Stock Rights and Warrants (1.322-4 2.289- 
90 3.362-7 4.128-33) 
Bonds (1.324—5 4.142) 
8.8.1 Nominal and Effective Interest Rates 
(1.325 3.385-6) 
Amortization of Bond Premium and 
Discount (1.325-7 2.291-304 3.387- 
93 4.143-52) 
Purchase, Sale, and Redemption 
(1.327 2.294-6 3.386; 393-6) 
Mortgages and Long-Term-Notes (1.328 
2.296 3.400) 
Sinking Funds and Other Funds (1.329-35 
2.303-17 3.407—16) 
8.11 Life Insurance (1.335 3.416-20 4.167-72) 


8.8.2 


8.8.3 


Each item in the topical outline is coded, 
beginning with the number corresponding 
to the unit number. Each subhead is coded 
to show its sequence. Each subhead may be 
divided as shown for topics 8.4 and 8.8. 
Although not shown here, some portions 
of the outline have further subdivision. 
For example, Topic 8.4.2 could be divided 
into 

8.4.2.1 


8.4.2.2 
etc. 


The numbers in parentheses following 
each topic refer to study materials on the 
particular topic in each of the four texts. 
The number to the J/eft of the decimal in 
each reference identifies the text, the num- 
ber “1” referring to the basic text. The 
numbers to the right of the decimal refer to 
the pages of the text. For example, the 


parenthetical reference following topic 
8.8.3 indicates that study materials on the 
topic of Purchase, Sale, and Redemption of 
Bonds are found on page 327 of the basic 
text and on pages 294 to 296, inclusive, of 
the second text. The subject is discussed in 
two locations of the third text and not dis- 
cussed at all in the fourth text. When a ref- 
erence is italicized, this italicizing means 
that the text indicated has a superior 
treatment of the topic (see topic 8.4.1), 
In some instances two references are itali- 
cized as is done for topic 8.8.2, indicat- 
ing that two texts provide superior treat- 
ment of the topic. (Note: the page refer- 
ences here have been changed from the 
ones actually used on the outline.) 

By using the outline the instructor 
knows what topics he should cover and has 
a quick reference to study materials re- 
lated to that topic. A greater degree of 
uniformity will be established for various 
sections of the same course. Also, as a guide 
to help him plan lectures, the instructor is 
given a suggested number of 50-minute 
class periods to be devoted to each unit. 

Since it is contemplated that a depart- 
mental final examination will be given for 
this course, the student, by using the out- 
line, is put on notice of the topics he is ex- 
pected to master. The text references area 
definite aid to him. He is expected to 
study all the indicated material in the 
basic text which he is urged to buy. It is 
suggested that he read the related material 
in the other texts, with the stipulation that 
the italicized references are ‘‘must” read- 
ings. The three supplementary texts, as 
well as the basic text, are in the library 
and can be purchased at the book store. 
Most assigned problems and questions are 
taken from the basic text but supple- 
mentary problems are used for topics not 
adequately covered in the basic text. 

The net overall result of using the plan 
outlined above should be a more effective | 
course with the teacher doing something 
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more than ‘‘cookbooking” from a single 
text. The student has a quick reference to 
the study necessary to adequately prepare 
him for the departmental final examina- 
tion and to help him on his way to becom- 
inga truly professional accountant. 

Assuming that the plan for Intermediate 
Accounting I succeeds at the University of 
Houston in the fall of 1958, it is expected 
that the method will be applied to Inter- 
mediate Accounting II in the spring of 
1959 and will, one course per semester, be 
expanded to cover Advanced Accounting I 
and II. 

When the outline has been completed for 
both intermediate and both advanced ac- 
counting courses, with modifications, it 
can be the standard to gauge what should 
be taught in each course. The topics to be 
covered need not be altered when a new 
book is adopted, although the references to 
the new texts will need to be changed. 

The suggestion is made that all schools 
teaching the courses in question consider 
the adoption of a standard topical outline. 
Perhaps a committee appointed by the 
American Accounting Association could 
draw up such an outline. Two specific 
benefits could be the result of the adoption 
and use of this outline by a majority of 
the universities and colleges. First, the 
duplication or omission of subject matter 
encountered when a student changes from 
one school to another could be eliminated. 
Such difficulties are met, for example, by 
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the student who takes Intermediate Ac- 
counting I at a school using a text by one 
author and then transfers to another school 
using for Intermediate Accounting II a 
text by another author. Usually the stu- 
dent will find that he will duplicate ten to 
twenty per cent of the material in the 
second course and that there will be some 
intermediate topics he will not get in 
either course. The standard outline will 
show what topics should be covered in each 
course regardless of which basic text is 
used. Second, the authors of accounting 
texts could achieve greater uniformity in 
their decisions on which topics should be 
put in the intermediate accounting text 
and which should be included in the ad- 
vanced text. The author could still retain 
his individual style in presenting the sub- 
ject but the benefits of uniform topic cov- 
erage in intermediate accounting vs. that 
in advanced accounting could be obtained. 
It would be easier for schools to use one 
author’s book in intermediate accounting 
and a second author’s book in the ad- 
vanced courses, thus permitting the stu- 
dent to get a broader point of view of ac- 
counting. 

The adoption of a standard outline and 
the use of a basic text with guided refer- 
ences would seem to be an important step 
toward helping our universities and col- 
leges produce better qualified professional 
accountants. 
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PROFESSIONAL EXAMINATIONS 
ACCOUNTING PRACTICE 


Henry T. CHAMBERLAIN AND JOHN H. CHAMBERLAIN 


Institute of Certified Public Accountants and were presented as the second half of 
the C.P.A. examination in accounting practice on November 6, 1958. 

The candidates were required to solve problems 1, 2, 3 and 4 and either problem 5 or 
problem 6. The total weight assigned to this section of the examination in accounting 
practice was 50 points and the examiners point out that the suggested time allowances 
given below are approximately proportional to the point value of the various problems, 

The suggested time allowances are as follows: 


Problem 1 10 to 20 minutes 
Problem 2 45 to 65 minutes 
Problem 3 25 to 40 minutes 
Problem 4 45 to 65 minutes 
Problem 5 or 6 50 to 80 minutes 


Te: following problems were prepared by the Board of Examiners of the American 


Number 1 


From the following data relative to the operation of the Happy Home Project during 
1957 you are requested to prepare a schedule showing cash collections of rents for the 
year. 


Prepaid rent: 
Beginning of period 
Delinquent rent: 
Beginning of period 
End of 
Deposits (tenants) forfeited 
Refunds to tenants 
Uncollectible rents. .. 


Number 2 


You have been engaged by a client, for the second consecutive year, to performa 
general audit of the Corporation’s books as of June 30, 1958. You have analyzed all gen- 
eral ledger accounts and made the necessary adjusting entries with the exception of the 
balance of federal income tax liability. The account as it appears in the general ledgeris 
transcribed as follows: 


Federal Income Tax Liability—Account 


Date Explanation 
7/1/57 Balance brought forward 
8/17/57 _ Bill for additional assessment Y/E 6/30/56. 
9/15/57 1st half instalment of tax Y/E 6/30/57 VR 274,175.91 
9/30/57 Estimated provision for 1st quarter 
12/15/57 2nd half instalment of tax Y/E 6/30/57.................. VR 274,175.91 
12/30/57 Estimated provision for 2nd quarter 8 
3/15/58 Payment of 30% of estimated tax liability less $100,000. ... 150,000.00 
3/30/58 Estimated provision for 3rd quarter 
6/30/58 Estimated provision for 4th quarter 


Norte: A helpful seventy-six page booklet entitled ‘‘Information for C.P.A. Candidates” is available for 30 cents 
from the American Institute of Certified Public Accountants, 270 Madison Avenue, New York 16, N. Y. 
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The general ledger trial balance of the income and expense accounts appears below: 


Account Name i Credit 
$38, 400,962.15 


25,000. 
29,065 ,022.52 
6,821, 258.15 
150,824.13 


ce 
Insurance on lives of officers 
Pension plan expense 


$38 , 551,786.28 


Additional information: 


On March 15, 1958 a declaration of estimated tax was filed. The tax was estimated to 
be $600,000. A payment of $150,000 was made. 

The Corporation’s tax return for the year ended June 30, 1956 was reviewed July 2, 
1957 by the Internal Revenue Service. The only adjustments agreed to by your client 
were the disallowance of $96,544.00 charged to maintenance and repairs, which was cap- 
italized as Building by the revenue agent and a charge to depreciation, based on the re- 
maining life of the building estimated to be 40 years, allowed thereon. Management 
decided not to change its property records or the general ledger accounts for these 
changes. On August 17, 1957 the bill for additional assessment was received: 


During the year the Corporation paid $45,000 to the trustee of its pension plan, pre- 
viously approved by Internal Revenue Department ruling. A statement from the trustee 
for the fiscal year ended June 30, 1958 discloses that the trustee disbursed a net of 
$42,858 to an insurance company in the form of preminums. 

An audit of credits issued during July, 1958 disclosed that certain items sold by the 
Corporation were defective. An intensive study indicated approximately $25,000 of 
sales would be returned. A charge to sales allowances and a credit to reserve for estimated 
losses was made to reflect the liability of the client to customers for these sales. 

An examination of the insurance policies on the lives of the officers reveals the Cor- 
poration to be je beneficiary. 

During the year ended June 30, 1954, the year of inception of the Corporation’s pen- 
sion plan, $546,000 was paid by your client for past services of its employees; 90% of the 
payment was disallowed in that year for tax purposes, the balance to be taken over 
the next succeeding 9 years. 


Required: 


a. Compute the correct federal income tax liability as of June 30, 1958. 

b. Prepare journal entries, with appropriate explanations, to adjust the federal in- 
come tax liability account at June 30, 1958. (No liability in excess of that computed is 
to be provided.) 
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Number 3 


X, Y and Z agree to sell hot dogs on July 3 and 4. X agrees to construct a stand on the 
front lawn of Z and charge the cost to operations. Z agrees to the use of his front lawn 
but asks $25 for the cost of sod replacement and cleaning up his lawn after July 4. X,Y 
and Z decide that profits, if any, will be distributed first by the $25 payment to Z and 
then by a 40% commission on individual sales. The balance will be distributed 75% to 
X and 25% to Y. They agree that a cash box will only complicate matters and that alj 
purchase and sales transactions will be out of pocket and the responsibility of the ind. 
vidual. Sales to X, Y and Z are to be at cost, except that the ending inventory may be 
purchased at 50% of cost. All other sales are to be made at 100% mark-up on cost, 


The activity of the venture is as follows: 

July 2 
X constructs the stand on the front lawn of Z at a cost of $100. 

July 3 
X pays $1,000 for supplies. Z pays $50 for a permit to operate the concession. 

July 4 
X purchases additional supplies for $1,500, using $500 given to him by Y and $1,000 of his own money. 
Sales for the day were as follows: 

xX $1,700 


Y 2.600 
July 5 


Z pays $90 for fire extinguishers and these are distributed equally between X, Y and Z for their personal useat 
home. 

Z agrees to pay $50 for the stand. 

The balance of the inventory was taken by X. 


Required: 


Prepare a worksheet analysis of the transactions which will give X, Y and Z the follow. 
ing information: 

a. Net profit or loss from the operation. 

b. Distribution of profit or loss to X, Y and Z. 

c. The final cash settlement. 


Number 4 


The federal income tax returns of X Company for the years 1955 and 1956 have been 
examined by the Internal Revenue Service. The company has calculated depreciation 
on a four year life. Salvage value was not used in the calculation and was not questioned 
by the Internal Revenue Service auditor. The only change has been the disallowance oi 
the use of the sum-of-the-years-digit method for computing depreciation because two 
automobiles were not held for three years. In the tax audit, to which the client and the 
IRS supervisor agreed, a change was made to the straight-line method of computing de 
preciation. 

The company owns or has owned the following automobiles: 

Car Purchased Sales price 
3/31/55 $1, 500 
3,200 


B 
C 2,000 
D 7/31/57 On hand 
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Depreciation has been computed to the nearest month. 

The income including gains on sale of automobiles has been $5,000 in each of the years 
1955, 1956 and 1957 after providing depreciation on the sum-of-the-years-digit method. 
Bilective tax rates on such income were 30%, and 25% on capital gains, in each year. 

Depreciation and federal income taxes have been provided for the year 1957 based 
on the company’s method. The company wishes to keep its books on the same basis as 
that used for tax purposes. 


Prepare adjusting entries on the clean surplus theory (all inclusive income statement), 
asof December 31, 1957 for each account affected by the change of depreciation method 
except that no accrual for interest should be made. The books have NOT been closed. 
(Support each item with organized computations.) 


Number 5 

The King Process Company manufactures one product, processing it through two 
processes—#1 and #2. 

For each unit of Process #1 output, 2 units of raw material X are put in at the start of 
processing. For each unit of Process #2 output, 3 cans of raw material Y are put in at the 
end of processing. Two pounds of Process #1 output are placed in at the start of Process 
#2 for each unit of finished goods started. 

Spoilage generally occurs in Process #2 when processing is approximately 50% com- 
plete. 

In-process accounts are maintained for raw material, conversion costs, and prior de- 
partment costs. 

The company uses FIFO basis for inventory valuation for Process #1 and finished 
goods, and AVERAGE cost for inventory valuation for Process #2. 


Data for March: 


(1) Units transferred: From Process #1 to Process 
From Process #2 to Finished Goods 
From Finished Goods to Cost of Goods Sold 

(2) Units spoiled in Process #2—100 gallons 

(3) Raw material unit costs: X—$1.51 per unit Y—$2.00 per can 

(4) Conversion Costs: Process #1—$3,344; Process #2—$4,010 

i Spoilage recovery : $100 (treated as cost reduction) 


) 
) Inventory data: 


Process #1 


Required: 

Journalize March entries to record the transfer of costs from Process #1 to Process #2, 
from Process #2 to Finished Goods, and from Finished Goods to Cost of Goods Sold. 
Prepare schedules of computations to support entries. 
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Number 6 


You have been requested to review the records of the City of Battle River, Michigan, 
The enclosed worksheet containing a trial balance taken from the books of the City js 
submitted to you in connection with your assignment. 

You are requested to: 

a. Classify the trial balance amounts by funds on the worksheet furnished. 


Notes: #2 #3 44 
Funds i Encum- Fixed Assets Interest Ins. Mat. 
bances 


a 
Cost Reserved Penalties Supplies Current Delingue 
$20,000 $4,000 $100,000 $70,0m 


20,000 
5,000 $218,000 50,000 7,0 
$ 5,000 


$ 2,000 
1,000 


Equipment. 
Structures. . . 


$33,000 $9,000 $25,000 $318,000 $150,000 


Notes: by #11 


Reserve for Estimated Losses 
Funds Bonds Res. for 


V ouchers 


Payable j. Encum- Current Delinquent Int. & Pen. Payable 


brances 
General. ... $25,000 $10,000 $20,000 $1,000 $140,0m 
Bridge “‘A” Bond. 20,000 
Sinking Fund....... 5,000 2,000 500 
Working Capital. . 10,00 
Special Assessment 30,000 
Utility 5,00 


$550,000 $15,000 $75,000 $15,000 $22,000 $1,500 $200, 


b. Prepare in good form, balance sheets as of June 30, 1958, the end of the first six 
months of an annual fiscal period, for: 

(1) General fund 

(2) Utility fund 

(3) Special Assessment fund 


Nore. The worksheet presented with this problem contained the combined trial balance and the various fund 
headings shown in the solution. 
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Solution to Problem 1 


HAPPY HOME PROJECT 
SCHEDULE OF CASH COLLECTIONS OF RENTS FOR THE YEAR 1957 


$212,768 


Potential rents lost due to vacancies 

Potential rents applicable to the space occupied by the corporation 
Refund of rents to tenants 

Uncollectible rents included in gross potential rents 


Solution to Problem 2 


(a) 
Debits... . 37,945, 911.05 


Net... 
Add: 
Insurance on lives of officers 
Provision for federal income tax 
Pension plan payment 
Pension plan deduction 


Unallowable provision for defective goods 


$1, 239, 862.65 
Deduct: 
Interest on tax deficiency 
Past service annuity deductions 
Additional depreciation on items capitalized in 1956 agent’s 
examination. (See note) ($96,544.00+-40) 


59,705.73 
Taxable net income $1, 180,156.92 


of $1,180,156.92.... 


Federal income tax..... 
Paid on estimate 


(b) 
Interest expense 
Accrued Federal income tax 
To charge interest expense for interest on tax deficiency 
Provision for Federal income tax 
Accrued Federal income tax 
To increase liability to amount equal to balance of liability 


Note: There may be a refund available for the year ended 6-30-57 for the deduction of $2,413.60 for that year. 
It should not be recognized at 6-30-58. 
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rigan, 
Add: 
Increase in prepaid rents during the period....................2secceeeeeeeeeeess $ 682 
Decrease in delinquent rents during the period... 298 
$70,000 
Less: 
4,925 
Total cash collections of rents in 1957...............ccccceeccceccecccescetscecscese GLOGS, 134 
$77,000 
uchers 
00 , 000 
st six 
Federal income tax $458,181.60 
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Solution to Problem 3 


THE X, Y AND Z HOT DOG STAND 
Partners Accounts 


(a) Summary of Operations: 


Construction of stand by X... 

Purchase of supplies by X 

Additional aie purchased by X and Y 

Fire extinguishers purchased by Z divided 
between X, Y and Z) 

Vendors license purchased by Z. 

Sales by partners of hot dogs. . . 

Sale of hot dog stand to Z 

to X ($2,500—(50% of of 

= $25) 


Balances of accounts from operations ue $(2,325) 

(b) Distribution of Profits from Operations: 
Z Total 
Due to Z for sod (25) 
Commission on sales ; as (680) $(1,040) (1,960) 
Distribution of remaining profit. . e (255) (85) (340) 
Totals. .. (935) $(1,125) $(2,325) 


(c) Cash Settlement Between Partners: 


Total 
Balances of partners accounts from operations...... . ; ee (345) $2,130 $540 $2,325 
Distribution of profit from operations : to (935) f (265) (2,325) 


Balances of partners accounts after distribution of profit ; $(1, 280) ‘ $275 $ + 


Cash settlement between partners: 
Amount due X: 
From Y 


From Z 


Total. 


( ) denotes credit. 


Solusic 
xX Y Z Operations 
$ (100) $ 100 
(1,000) 1,000 Cars sold: 
(1,000) $ (500) 1'500 
30 30 $ (60) Tol 
(50) 
1,700 2,600 600 (4,900) 
(30) To 
25 (25) Dif 
Sum-of- 
To’ 
Straight 
Tot 
Dit 
. $1,005 Difference 
275 
Difference 
$1,280 
== years fc 
Difference 
change 
expense 
) de 
Dr. Re 
Pr 
Ga 
Cr 
To re 
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Solution to Problem 4 
THE X COMPANY 
December 31, 1957 
Differences resulting from change in method of depreciation: 


Years 
Hea 


Cars sold: 
Sum-of-the-years digits depreciation. . . 


Stecight-line depreciation. . . 


Total........ 
Differences from cars sold... . 


Cars on hand: 
Sum-of-the-years digits depreciation:......... 


Total. .... 


Straight-line depreciation. . 


Differences from cars on hand. . 


Total all differences...... 


THE X COMPANY 
SUMMARY OF EFFECTS OF DIFFERENCES 


Difference in current year’s depreciation... . 
Difference in prior years’ provision for depreciation 

on cars sold 810.00 $. (810.00) 
Difference in provision for taxes due to change in 
= cars sold (25% of $1,110) $(277.50) 

erence in provision for depreciation of prior 

years for cars on hand . (520.00) 
Difference in provision for taxes resulting from 

change in current and prior years depreciation 

expense (30% of $680; 30% of $1,330) 204.00 $399.00 (603.00) 


$(680.00) $ 900.00 $ (73.50) $399.00 $(325.50) $1,110.00 $(1,330.00) 


( ) denotes credit. 
Journal Entry: 
Reserve for depreciation 

Provision for federal taxes—prior years... 

Cr Depreciation expense 
Provision for federal taxes—current year. 
Adjustment of prior years’ depreciation charges 

tax ac 


Federal tax accrual 
To reflect the differences in the accounts arising from the change in methods of depreciation of autos. 
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es and 
ost of Depreciation Goin d 
Sales 
erations Car 1955 & Price 

100 1957 Totah on Sale | 
1000 (A 2} $1,500 $ 300 $1,800 609 $1,500 900 
500 3,600 (960 1,200 2,160 1,440 2,000 560 

$2,460 $1,500 $3,960 $1,460 

0 5 {A 24 2,400 $1,050 $ 300 $1,350 1,050 1,500 $ 450 
900) c 1 3,600 "600 900 1,500 2,100 2,000 (100) 

(50) $1,650 $1,200 $2,850 $ 350 

== D 4,800 800 800 

(25) {B 24. $.200 $1,000 $ 800 $1,800 
960) VD 5/12 4/800 500 500 
(340) $1,000 $1,300 $2,300 
$1,330 $ 680 $2,010 $1,110 

=== 
“otal 

,325 
Provision for Federal 
Depreciation Reserve for Taxes Federal Tas 

pense corued 
Prior Autos to Prior Years 
Year Year 
$ 900.00 
399.00 
: 
73.50 
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Solution to Problem 5 


THE KING PROCESS COMPANY 
MATERIAL CONVERSION 
Equtvaleni i Equivalent ‘ 
7 “Gnits Cost 
In process at beginning of month...... ‘ : 200 100 $ 108 


Placed in process en March: 
Units ed in pi ... 2,300 2,300 
Material X (4, ‘400 @ $1. $1).. 
March conversion costs. $3,344 
Processing performed on beginning inventory to complete. . 
Processing not performed on ending inventory 


J $3,344 
In inventory at end of month...... : 300 300 906 F 100 152 


Transferred to Process #2... $6,600 $3,300 


PRIOR DEPARTMENT COST CONVERSION MATERIAL 


Unit Unit Uni 
tt Cost Cost “Tet Cost Cost dnt Cost Co 
In process at beginning of month. . 200 $ 2,200 100 $ 390 
Placed in process during March: 
Prior dept. units ey in process 
(2,200 Ibs. @ $4.5 0) 1,100 9,900 
March conversion costs 
Processing performed on begin- 
ning inventory to complete. 
Processing not performed on end- 
ing inventory 
Material fled and salvage. . (100) 
Material Y placed in process. . 900 $5,400 


‘otal $4,400 $4.00 900 $5,400 $6.0 
In process at end of month. oe " 300 300 000 200 800 


Transferred to finished goods... . . 900 W 900 $3,600 4.00 900 $5,400 6.0 


FINISHED GOODS 
Units Cost Unit Cost 
Inventory at beginning of month... . 700 $13,300 $19.00 
Transferred in from Process #2. . . ee of 900 18,000 20.00 


otal $31,300 
In inventory at end of month (900 units @ $20.00; 100 units @ $19.00).... 19,900 


Transferred to cost of sales 11,400 


Process #2 inventory—prior depai tment 
Process #1 inventory—material 
Process #1 inventory—conv--sion. 
To record the transfer of costs from Process #1 to Process #2 


Finished goods inventory 
Process #2 inventory—prior department ve 
To record the transfer of costs from Process #2 to finished goods 


Costs of goods sold 
Finished goods inventory 
To relieve finished goods inventory 


1.52 
1.50 
| 19.00 
JOURNAL ENTRIES 
(1) 
(2) 
NETRA 
3,00 
3.40 
(3) 
$11,40 
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CITY OF BATTLE RIVER, MICHIGAN 
GENERAL FUND 
BALANCE SHEET 

JUNE 30, 1958 


Taxes receivable: 


Non-current 
Less reserve for estimated losses 


Interest and penalties receivable on taxes 
Less reserve for estimated losses. Pa 


Accounts receivable.......... 
Due from agency fund. . 


Vouchers payable.......... 

Reserve for encumbrances. .. . 

Taxes collected in advance. ... 

Due to working capital fund 

Surplus: 
Balance at December 31, 1957 (see note) 
Total revenues 
Expenses and encumbrances. . 


Excess of revenues over expenditures 


Nore: The $50,000 balance of the fund surplus account appearing on the fund trial balance includes $20,000 of 
estimated budget surplus, the excess of estimated revenues of $400,000 over estimated expenditures of $380,000. 


CITY OF BATTLE RIVER, MICHIGAN 
SPECIAL ASSESSMENT FUND 
BALANCE SHEET 
JUNE 30, 1958 


ASSETS 
Cash for construction 
Cash for interest payments 
Assessments receivable: 


Assessment sale certificates 
Governmental units share of cost 
Improvements authorized 


Bonds payable 
eserve for encumbrances 

Fund balance: 
Balance at December 31, 1957 
Reserve for authorized expenditures 


: ASSETS 

$213,000 

LIABILITIES AND SURPLUS 

$213,000 

$85,000 

LIABILITIES AND SURPLUS 

Less expenditures and 415,000 ——— 

$85,000 


> 
bog 


The Accounting Review 


CITY OF BATTLE RIVER, MICHIGAN 
UTILITY FUND 
BALANCE SHEET 
JUNE 30, 1958 


ASSETS 
Cash in banks 
Material and supplies ene 
Prepaid insurance. 
Customers deposits ‘cash fund. 
Fixed assets 
Less reserve for depreciation. . 


Sinking fund assets. 


Vouchers payable........ 

Accrued liabilities....... 

Customers’ deposits 

Due to working capital fund 

Bonds payable 

Governmental units contributions and in-aid. . 
Reserve for retirement of bonds 


Surplus: 
Balance at December 31, 1957... . 
Total revenue. 
Total expenses. . 


Income from operations... 


t] 
C 
Friday 
pM. T! 
all five 
require 
three it 
dates 
time b 
of esti 
nished 
separal 
questic 
where | 
time al 
tional 

which 

Asum: 
ments 


Numb 
ules) 


The 
Jekyll 
that on 
action 
counts 
par) o 
and a 
to dat 


318 
$390, 000 
LIABILITIES AND SURPLUS 
« 
000 
ate Group I 
No. 1. 
No. 2. 
No. 3 
No. 4 
No. 5 
Tot 
Group I 
Tot 
(An 


EXAMINATION IN THEORY OF ACCOUNTS 


CHARLES T. ZLATKOVICH 


nE Theory of Accounts section of 

the November, 1958, Uniform 

C.P.A. Examination was given on 
Friday, November 7, from 1:30 to 5:00 
pau. There were two groups of questions; 
all five questions in the first group were 
required; two were to be selected from the 
three in the second group. To save candi- 
dates the time of computing their own 
time budgets for each question, notations 
of estimated time requirements are fur- 
nished for each question to be answered 
separately, and in the aggregate for all 
questions to be answered out of a group 
where options are involved. The estimated 
time allowances are approximately propor- 
tional to their point value, the total of 
which for this examination is 100 points. 
Asummary of the estimated time require- 
ments follows: 

Estimated Minutes 


Minimum Maximum 


Total—Group I 
Group II (Two required) 


Total of Examination 


GROUP I 


(Answer all questions in this group.) 


Number 1 (Estimated time—25 to 35 min- 
ules) 


The transactions listed below relate to 
Jekyll Chemicals, Inc. You are to assume 
that on the date on which each of the trans- 
actions occurred the corporation’s ac- 
counts showed only common stock ($100 
par) outstanding, a current ratio of 24:1 
and a substantial net income for the year 
to date (before giving effect to the transac- 


tion concerned). On that date the book 
value per share of stock was $146.48. 

Each numbered transaction is to be con- 
sidered completely independent of the others, 
and its related answer should be based on 
the effect(s) of that transaction alone. As- 
sume that all numbered transactions oc- 
curred during 1957 and that the amount 
involved in each case is sufficiently ma- 
terial to distort reported net income if 
improperly included in the determination 
of net income. Assume further that each 
transaction was recorded in accordance 
with generally accepted accounting prin- 
ciples and, where applicable, in conformity 
with the current operating concept of the 
income statement. 

For each of the numbered transactions 
you are to decide whether it: 


A. Increased the corporation’s 1957 net in- 
come. 

. Decreased the corporation’s 1957 net in- 

come, 

. Increased the corporation’s total retained 
earnings directly (i.e., not via net income). 

. Decreased the corporation’s total retained 
earnings directly. 

. Increased the corporation’s current ratio. 

. Decreased the corporation’s current ratio. 

. Increased each stockholder’s owner’s equity. 

. Decreased each stockholder’s owner’s equity. 
Increased each stockholder’s equity per 
share of stock. 

J. Decreased each stockholder’s equity per 

share of stock. 
K. Had none of the above effects. 


Required: 

List the numbers 1 through 10 on your 
answer sheet. Select as many letters as 
you deem appropriate to reflect the 
effect(s) of each transaction as of the date 
of the transaction by printing beside the 
transaction number, the capital letter(s) 
which identifies that transaction’s ef- 
fect(s). 
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TRANSACTIONS 


1. Treasury stock, which had been re- 
purchased at and carried at $102 per share, 
was issued as a stock dividend. In connec- 
tion with this distribution the board of 
directors of Jekyll Chemicals, Inc., had 
authorized a transfer from retained earn- 
ings to permanent capital of an amount 
equal to the aggregate market value ($104 
per share) of the shares issued. No entries 
relating to this dividend had been made 
previously. 

2. In January the board directed the 
write-off of certain patent rights which 
had suddenly and unexpectedly become 
worthless. 

3. The corporation wrote off a portion 
of the unamortized discount and issue ex- 
pense applicable to bonds which it refi- 
nanced in 1957. It intends to amortize the 
remainder over the next 7 years, the re- 
maining life of the new issue, although the 
bonds would have had 12 more yzars to 
run had they not been refunded. 

4. Treasury stock originally repurchased 
and carried at $101 per share was sold for 
cash at $103.50 per share. 

5. The corporation sold at a profit land 
and a building which had been idle for 
some time. Under the terms of the sale, the 
corporation received a portion of the sales 
price in cash immediately, the balance 
maturing at six-month intervals. 

6. The board of directors authorized the 
write-up of certain fixed assets to values 
established in a competent appraisal. 

7. The corporation called in all its out- 
standing shares of stock and exchanged 
them for new shares on a 2-for-1 basis, re- 
ducing the par value at the same time to 
$50 per share. 

8. The corporation paid a cash dividend, 
the declaration for which had been re- 
corded in the accounts at time of declara- 
tion. 

9. Litigation involving Jekyll Chem- 
icals, Inc., as defendant was settled in the 


corporation’s favor, with the plaintiff pay- 
ing all court costs and legal fees. The coy. 
poration had appropriated retained ean, 
ings in 1956 as a special contingency re. 
serve for this court action, and the board 
directs abolition of the reserve. 

10. The corporation received a check for 
the proceeds of an insurance policy from 
the company with which it is insured 
against theft of trucks. No entries concern. 
ing the theft had been made previously, § 
and the proceeds reduce but do not cover 
completely the loss. 


Answer 1 


— 


_B,E,H,J 


Number 2 (Estimated time—20 to 30 min 
utes) 


The generally accepted rule in account- § 
ing is that revenue is recognized when the 
sale is made. 

a. Why has the sale been chosen as the 
point at which to recognize the revenue re- 
sulting from the entire producing and sell- 
ing process? 

b. What is the justification for the fol 
lowing deviations from recognizing revenue 
at the time of sale? 

(1) Installment sales method of recognizing 

revenue, 

(2) Recognition of revenue during production 

in gold mining. 

(3) The percentage-of-completion basis 

long-term construction contracts. 


Answer 2 


a. While it can be argued that revenue 
is earned throughout the entire producing 
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and selling process, it is usually practical to 
recognize that revenue has been realized 
only when sales are made. That one cannot 
make a profit dealing with himself is an ac- 
counting maxim. The outsider (customer) 
first enters the revenue picture when sales 
are consummated; the sale provides the 
first objective external evidence that the 
entity is serving a useful economic purpose. 

Recognition of revenue before sales are 
made is analogous to “‘counting chickens 
before eggs hatch.’’ Until the sale is made, 
any estimate of inventory value is ordi- 
narily based largely on the opinion of in- 
siders. When the sale is made, however, an 
outsider has provided a measure and a 
value can be assigned to the transaction. 
While there may still be some uncertainty 
of the exact amount of revenue realization 
because of the possibility of bad debts, rev- 
enue reduction from this source can ordi- 
narily be estimated with sufficient accuracy 
to warrant recognition of the revenue at 
the time of sale rather than at the time of 
collection. Passage of title with resultant 
creation of a valid claim at the time of 
sale provides the accountant with his ob- 
jective evidence as to recognition of rev- 
enue and its measurement. 

b. Each deviation from the general cri- 
teria set out in @ must depend on either the 
existence of earlier objective evidence than 
the sale or of other factors which make 
realization of revenue doubtful. 


(1) The installment sales method carries with 
it an inherently greater risk of uncollecti- 
bility of the claim. By relating revenue 
recognition to collections the hazard of 
premature recognition is overcome. The 
installment sale itself is a less accurate 
measure of cash to be realized than the 
ordinary credit sale. 

(2) Gold mining presents a unique exception. 
Since there is a ready market and fixed 
price for gold, no sale is necessary to es- 
tablish the amount of revenue to be re- 
ceived. Revenue varies in proportion to 
production; the sale becomes a relatively 
insignificant phase of the entire gold min- 
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ing operation. To place revenue recognition 
on any other basis would enable manage- 
ment to vary the reporting of earnings. 
Production provides the necessary objec- 
tive evidence. 

The percentage-of-completion basis in 
long-term construction contracts presents 
another opportunity to relate revenue 
recognition to productive effort expended. 
Unless the producing entity has a fairly 
steady volume of work at all times the use 
of the “sales basis” would result in distor- 
tion of the periodic income figures. Use 
of the “production basis” is warranted 
provided there is a firm contract and ob- 
jective evidence of the degree of completion 
attained in any given period. This evidence 
usually takes the form of costs incurred to 
date compared with total expected costs. 


Number 3 (Estimated time—15 to 20 min- 
utes) 


a. What does the term consistency mean 
as it is used in accounting? 

b. What does the term conservatism 
mean as it is used in accounting? 

c. Give one illustration of the applica- 
tion of a rule of conservatism which results 
in an apparent inconsistency. Explain. 


Answer 3 


a. Consistency means continued use of 
the same accounting practice from period 
to period. It implies that an acceptable ac- 
counting procedure has been selected by an 
entity and continuously used. The chief de- 
sirable result of consistency is comparabil- 
ity of successive financial statements. 
Changes from one acceptable alternative to 
another should be minimized and the re- 
sults of such changes should be disclosed as 
long as the change has significance. 

b. Accounting conservatism is a policy 
which refers to application of caution or 
moderation in recording transactions and 
assigning valuations. It implies that if two 
or more equally acceptable alternatives are 
available, the one chosen will result in 
smaller earnings or lower valuation of net 
assets. More recently there has been a 
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shift from extreme conservatism to “‘sensi- 
ble conservatism’”’ because, as will be seen 
in ¢, extreme conservatism on one state- 
ment can lead to its opposite on another. 

c. Use of “lower of cost or market” in 
inventory valuation appear to illustrate an 
inconsistency. An entity may use cost one 
year and market the next; this apparently 
violates consistency. However, application 
of the lower of cost or market rule in its en- 
tirety would not be inconsistent, but rather 
is the application of a policy of accounting 
conservatism. 

Following the conservative maxim of 
“anticipating losses but not gains” will re- 
sult in an apparent lack of consistency 
from one period to another. 

Writing assets below sensible values 
(such as carrying plant and equipment at 
nominal figures) results in balance sheet 
conservatism but leaves no basis for de- 
preciation and hence leads to overstate- 
ment of periodic income. 


Number 4 (Estimated time—20 to 25 min- 
utes) 


Historical cost is the conventional base 
used in recording fixed assets. 

a. State the principal types of items 
which should be included in the historical 
cost of a machine purchased. Discuss. 

b. Would merchandise bought for resale 
be valued initially on the same basis? Ex- 
plain fully including a discussion of each of 
the items mentioned in part a. 


Answer 4 


a. In general, all costs incurred in ac- 
quiring a machine and readying it for oper- 
ation are properly included in its historical 
cost. Such costs start with the purchase 
cost (invoice price less cash discounts) and 
also may include: 

Freight and cartage in. 

Insurance during transportation and installa- 

tion. 

Installation and testing costs. 
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Excise taxes and tariffs. 
Buying expenses. 


b. All costs attributable to merchandige 
prior to the time of sale similarly are prop. 
erly includible in its historical cost. How. 
ever, installation and testing costs are not 
applicable. Further, it may not be expedi- 
ent to assign freight and cartage costs and 
buying expenses to inventory items. These 
costs are frequently recorded in separate 
accounts and may be written off each pe 
riod because the cost of identifying them 
with inventory items is not justified. An 
exception arises if these costs vary mark- 
edly from period to period or if the effect of 
expensing them would be material. For 
convenience, cash discounts on merchan- 
dise purchases are often treated as miscel- 
laneous income rather than as reductions 
of inventory cost. This treatment is neither 
correct nor necessary in the case of ma- 
chinery acquisitions. 


Number 5 (Estimated time—15 to 20 min- 
utes) 


The D. Hayes Cramer Company manu- 
factures product C whose cost per unit is 
$1 of material, $2 of labor, and $3 of over- 
head costs. During the month of May, 
there were 1,000 units of product C spoiled. 
These units could be sold for $.60 each. 

The accountant said that the entry to be 
made for these 1,000 lost or spoiled units 
could be one of the following four: 


Entry No. 1 


$ 
Work in process—Materials. ... 
Work in process—Labor....... 200 
Work in process—Overhead.... 300 


Entry No. 2 


Manufacturing expenses......... 
Work in process—Materials.... $ 
Work in process—Labor....... 
Work in process—Overhead.... 


Entry No. 3 


$ 600 
Loss on spoiled goods........... q 
Work in process—Materials. ... $1 
Work in process—Labor....... 2 
Work in process—Overhead.... 3 
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Work in process—Materials.... $1,000 
Work in process—Labor....... 2,000 
Work in process—Overhead.... 3,000 


Indicate the circumstance under which 
each of the four above solutions would be 
appropriate. 


Answer 5 


Entry No. 1—Since $5,400 is left charged 
to the particular job order it quite possibly 
has very rigid specifications. Other jobs in 
production should not absorb any of this 
loss. 

Entry No. 2—The loss on spoiled goods 
is to be prorated over all production of this 
period. This method would be appropriate 
where spoilage occurs on all jobs of this 
type but there are wide fluctuations in the 
spoilage in each lot. 


Appraisal increase in plant (net)...................... 


Current payables........ 
Dividends payable... . 


Provision for income taxes. 


Dividends 


Entry No. 3—The abnormal loss is 
handled as a period cost. This method 
would be appropriate in cases of prevent- 
able loss—the amount is pinpointed in the 
“Loss on spoiled goods” account. 

Entry No. 4—A claim is created; the 
loss is recoverable. 


The claim may be against: For these reasons: 
Customer Special contract; cost-plus 
Insurance company Insured loss 
Employees Negligence 

GROUP II 


(Estimated time—60 to 80 minutes) 


Answer any two questions in this group. 
If more are answered, only the first 
two will be considered. 


Number 6 

The individual and consolidated state- 
ments of companies X and Y for the year 
ending December 31, 1957 are as follows: 


X Company Y Company Consoli- 
$ 35,000 $108,000 $97,400 
40 ,000 90,000 122,000 
,000 140,000 600,000 
50,000 
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ndise 
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anu- 103 ,000 
rit is $780,000 $441,000 $869,400 
‘led. 50,000 150,000 
: 200 ,000 300,000 
160,000 231,000 
toe 123,000 
units $780,000 $441,000 $869,400 
10 240,000 120,000 357,000 
300 
1,800 5,000 1,800 
1,000 $123,000 $71,000 $171,200 
2,000 $ 3,000 $ 8,000 
3,000 34,000 90,000 
10,200 
......... $57,000 34,000 60,000 
3,000 Transfer to retained earnings... § 30,000 $ 18,000 $ 35,200 
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X Company purchased its 70% interest 
in Y Company several years ago. X Com- 
pany sells its product in part to Company 
Y for further processing, and in part to 
other firms. The inventories of Y Company 
included an inter-company mark-up at 
both the beginning and end of the year. 
Cash transfers are made between the com- 
panies according to working capital needs. 

Early in 1957, Y Company purchased 
$100,000 face value of the bonds of X 
Company as a temporary investment. 
These are carried on Y’s books at cost. 


Required: 


On the basis of the information you can 
develop from an analysis of the individual 
and consolidated statements, answer any 
four of the six questions below. Show 
clearly all computations necessary to sup- 
port your answers. 

1. Does X Company carry its Investment 
in Y on the cost or equity (accrual) basis? 
State the reason for your conclusion. 

2. The Appraisal increase represents a 
revaluation of the total of Y Company’s 
assets on the basis of the price paid by X 
Company for its interest in Y. What was 
the balance of Y’s Retained earnings at 
date of acquisition? 

3. Prepare a reconciliation schedule 
which will explain clearly the difference be- 
tween X Company’s Retained earnings at 
December 31, 1957, $200,000, and the Con- 
solidated retained earnings at December 
31, 1957, $231,000. 

4. What is the nature of the Non-recur- 
ring loss on the consolidated income state- 
ment? Show the consolidating elimination 
entry from which it originated. 

5. Show the amounts of inter-company 
debts, excluding the bonds, and show 
which company is the debtor and which is 
the creditor in each instance. 

6. Prepare a schedule reconciling the 
sum of the Cost of sales of X and Y individ- 
ually with the Consolidated cost of sales. 


Show clearly the inter-company mark-up 
in the beginning and ending inventories of 
Y Company and how you determined the 
amounts. 


Answer 6 


1. Use of the cost basis is evidenced by 
the presence of “Dividend Income” on X’s 
income statement. If the equity basis were 
used, the X’s income statement would in- 
clude “Share of income of subsidiary” or 
some equivalent title. 

2. The “Appraisal increase”’ represents 
an upward valuation of Y’s plant based on 
the price paid by X for Y’s stock. 

Since $245,000 investment carrying value 
indicates a $350,000 total capital ($245,000 
+.7), Y’s “Retained earnings” can be ob- 
tained by subtraction of known elements. 


Deduct: Capital stock......... $200,000 

Appraisal increase. . . . 50,000 250,000 

| $100 ,000 
3. Difference to account for ($231,000- 


Add inter-company profit in ending i in- 
ventory (X’s $40,000+Y’s $90,000 
—$8, 00= consolidated $122, 000) . . 8,000 
Add loss on Y’s purchase of X’s bonds 
(Y’s $103 ,000—X’s $100 ,000= $3 ,000 
non-recurring loss)................. 3,000 


X’s share of Y’s earnings since acquisi- 
tion [.7 ($160,000 present balance— 
$100 ,000 acquisition balance)]....... $ 42,000 


4. The consolidated balance sheet re- 
veals elimination of $103,000 of assets (X 
bonds owned) and $100,000 of liabilities 
(Mortgage Bonds). When consolidating, 
the following elimination entry was evi- 
dently prepared: 


Mortage Bonds.............. $100 ,000 
Non-recurring loss............ 3,000 


5. Cross-footing “Dividends payable” 
reveals elimination of $5,600 or 70% 
of Y’s $8,000 ($10,000+$8,000—$5,600 
= $12,409). Since no “Dividends receiv- 
able” account appears on X’s books we can 
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conclude X includes this receivable from 
¥ in its $35,000 balance of Cash and re- 
ceivables. 

Cross-footing “Cash and receivables” 
reveals elimination of $45,600. Of this 
amount $5,600 is accounted for by divi- 
dends which would leave $40,000 ac- 
counted for by ordinary inter-company 
debt. Because X’s total cash and receiv- 
ables are less than $40,000, at least part of 
this debt must be owed by X to Y. 


6. Total cost of goods sold (X & Y)...... $640 ,000 
Less: Inter-company sales (X to Y).... 240,000 
Total ending inventory (X & 
Consolidated ending inven- 

Inter-company mark-up in ending inven- 

Consolidated cost of sales—preliminary. $408,000 
Therefore, difference must be inter-com- 

pany mark-up in beginning inventory. 5,000 
Consolidated cost of sales (per question). $403,000 


Number 7 


The term pension plan has been referred 
to as a formal arrangement for employee re- 
tirement benefits, whether established uni- 
laterally or through negotiation, by which 
commitments, specific or implied, have been 
made which can be used as the basis for esti- 
mating costs. 

a. Where the cost of such a pension plan 
is material, what disclosure should be given 
in the financial statements of the company 
for the year in which the plan is adopted? 

b. What is the preferable procedure for 
computing and accruing the costs under a 
pension plan? Explain. 

c. In its analysis of retained earnings for 
the year ended October 31, 1958, the 
Hodot Company discloses a debit of 
$1,500,000 as a cost of past service benefits 
under its pension plan. Discuss. 


Professional Examinations 


Answer 7 


a. Notes accompanying the financial 
statements should disclose the following: 


. Principal features of the plan. 
Proposed method of funding or paying. 
Estimated annual charge to operations. 

. Basis of calculation of the annual charge. 
. Employee eligibility, contributions, etc. 


. The preferable procedure for com- 
puting and accruing costs under a pension 
plan is to base estimates on the expected 
period of active service of employees. The 
proper starting point is the period of active 
service from date of employment of covered 
employees or date of adoption of the plan, 
whichever is later. This implies recogni- 
tion of prior service of eligible employees 
who have been on the payroll before adop- 
tion of the plan. It is preferable, however, 
to spread the cost of pensions attributable 
to prior service over the remaining period 
of active service of covered employees. The 
period over which past service costs should 
be spread is subject to judgment as to how 
long future periods benefit from their costs. 

The computation is essentially an ac- 
tuarial one and may be based on individual 
employee’s pensions, or groups, or aver- 
ages as to the work force as a whole. Costs 
must allow for mortality, severance, and 
the possibility of working after the regular 
retirement age. Where the benefit formula 
is related to amount of pay, current wage 
levels afford the best basis of making cal- 
culations. An interest rate on funds ad- 
vanced to pay pension liabilities must be 
assumed. 

c. If this debit reflects past service costs 
of Hodot’s pension plan arising at the date 
of adoption of the plan the company has 
not followed recommendations of the 
AICPA’s Committee on Accounting Pro- 
cedure. As reflected in 6 above, past service 
costs incurred at the time of adoption of a 
pension plan should be spread over periods 
subsequent to the date of adoption of the 
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plan based on estimates of future benefits. 
Ordinarily (and for tax reasons if not 
others) the period of future benefits is 
deemed to be more than 10 years. 

It is possible of course that Hodot 
adopted a pension plan several years earlier 
than 1958 and ignored or underestimated 
the past service cost element at the time of 
adoption. Now being confronted with a 
material correction of an overstatement of 
prior period profits, the company chooses 
to effect correction by a direct charge to re- 
tained earnings. 


Number 8 


The Capital Budget Committee of the 
Walton Corporation was established to 
appraise and screen departmental requests 
for plant expansions and improvements at 
a time when these requests totaled $10 
millions. The Committee thereupon sought 
your professional advice and help in es- 
tablishing minimum performance stand- 
ards which it should demand of these proj- 
ects in the way of anticipated rates of re- 
turn before interest and taxes. 

The Walton Corporation is a closely 
held family corporation in which the stock- 
holders exert an active and unified influ- 
ence on the management. At this date, the 
company has no long-term debt and has 
1,000,000 shares of common capital stock 
outstanding. It is currently earning $5 
million (net income before interest and 
taxes) per year. The applicable tax rate is 


Should the projects under consideration 
be approved, management is confident the 
$10 million of required funds can be ob. 
tained either: 


(1) By borrowing—via the medium of an issue 
of $10 million, 4 per cent, 20 years bond. 

(2) By equity financing—via the medium of 
an issue of 500,000 shares of common stock 
to the general public. It is expected and 
anticipated that the ownership of these 
500,000 shares would be widely dispersed 
and scattered. 


The company has been earning 124 per 
cent return after taxes. The management 
and the dominant stockholders consider 
this rate of earnings to be a fair capitaliza- 
tion rate (8 times earnings) as long as the 
company remains free of long-term debt. 
An increase to 15 per cent or six and two- 
thirds times earnings would constitute an 
adequate adjustment to compensate for 
the risk of carrying $10 million of long- 
term debt. They believe that this reflects, 
and is consistent with, current market ap- 
praisals. 


Required: 


a. Prepare columnar schedules compar- 
ing maximum returns, considering interest, 
taxes, and earnings ratio, which should be 
produced by each alternative to maintain 
the present capitalized value per share. 

b. What minimum rate of return on new 
investment is necessary for each alterna- 
tive to maintain the present capitalized 
value per share? 


Answer 


vestme 


a. 
Earnings 
Interest 

Net in 
Taxes @ 

Net in 
Number 
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Capitaliz 

b. 
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Answer 8 


Professional Examinations 


WALTON CORPORATION 
Comparison of Minimum Returns 


Earnings before interest and taxes.................... 


Number of shares of common stock................... 


b. The interests of the stockholders are 
paramount. To protect their investment 
from the danger of dilution, any new in- 
yestment should earn at least 14% before 


After 


Before 
Bonds Stock 


$5,000 ,000 $6,400,000 $7,500,000 
None 400 ,000 None 


$5,000,000 $6,000,000 $7,500,000 
2,500,000 3,000,000 3,750,000 


$2,500,000 $3,000,000 $3,750,000 
1,000,000 1,000,000 1, 500,000 
50 $3.00 $2.50 


8 63 8 
$20.00 $20.00 $20.00 


interest and taxes in the case of bond fi- 
nancing and at least 25% before interest 
and taxes in the case of stock financing. 


A helpful seventy-six page booklet entitled INFORMATION FOR CPA CANDIDATES is 
available for 30 cents from the American Institute of Certified Public Accountants, 270 Madi- 


son Avenue, New York 16, New York. 
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ASSOCIATION NOTES 


WENDELL P. TRUMBULL 


Eprtor’s Note: Members of the Association are urged to submit news items for this section to Wendell P, 
Trumbull, College of Business Administration, Lehigh University, Bethlehem, Pennsylvania. Deadline dates for 
the receipt of items to be included in Tue Review are October 20 for the January issue, January 20 for the April 
issue, April 20 for the July issue, and July 20 for the October issue. 


CALIFORNIA 
Immaculate Heari College 
FRANCIS SHIEH joined the faculty last fall. 


Los Angeles State College 


RoBERT Watson has been added to the staff 
at the rank of assistant professor. Sin O. HANSEN 
has resigned. 


ILLINOIS 
De Paul University 


RussELL L. Bowers has returned after a 
year’s leave spent as visiting professor at the 
University of Kabul in Afghanistan, under a 
Smith-Mundt grant. JoHN D. O’SuLLIvAN, 
formerly of West Virginia University, has been 
appointed assistant professor. 

Wit.1aAM J. Laur is faculty moderator of the 
University Accounting Society. The College of 
Commerce has moved to its new location at 25 
East Jackson Boulevard in downtown Chicago. 
ELpRED C. STROBEL is a member of the committee 
on personnel of the Illinois Society of CPAs. 


Loyola University 


For the Illinois Society of CPAs, RosBert A. 
MEIER is serving as a member of the committee 
on personnel; ALEXANDER EULENBERG, as a mem- 
ber of the committee on professional conduct; 
and ALBERT SCHNEIDER, as a member of the 
committee on education and training. 


IOWA 
Iowa State College 


DoNALD W. Brown has been promoted to the 
rank of professor. CHARLES B. Hanpy, formerly 
with the accounting firm of McGladrey, Hansen, 
and Dunn, has joined the staff. Ray McCrary 
is on a leave of absence for work on the doctorate 
at Indiana University. 


KENTUCKY 
Eastern Kentucky State College 


EuGENE EcneEw and Datsy have been 
added to the accounting faculty as instructors. 
Witiram E. Apams, formerly with Haskins & 


Sells in Cincinnati, is conducting one class in 
auditing. 


MICHIGAN 
Wayne State University 


Wiitiam A. PATON held a series of six con- 
ferences on “Current Accounting Problems” last 
November and December. 


MINNESOTA 
University of Minnesota 


Cart L. NELSON again served, last summer, as 
a faculty member of the fourth annual Public 
Utility Executives Course at the University of 
Idaho. James R. BENTLEY, lecturer, has been 
added to the staff. RoBErT K. JAEDICKE has re- 
signed to join the faculty of the Harvard Graduate 
School of Business Administration. 


MISSOURI 
Southwest Missouri State College 


GLenN D. Downinc and WELDON WALKER 
have been promoted to the rank of assistant pro- 
fessor. ARCHER HUNEYCcUuTT, from the University 
of Arkansas, has joined the faculty as instructor. 
C. E. Tompson resigned to accept a teaching 
position at El Camino College. 


NEW JERSEY 
Fairleigh Dickinson University 


Goutp L. Harris, professor emeritus of New 
York University, is teaching at the Teaneck 
campus; he is also serving on the staff of Cartmell, 
Scott, and Associates in New York City. 


Rutgers University (Newark) 


Wit.t1am J. von MINDEN has been elected toa 
three-year term as member-at-large of the gov- 
erning council of the AICPA. Joun R. H. Gi 
MOUR was appointed to the rank of associate 
professor, effective July 1, 1958. 


Seton Hall University 


CHARLES J. WEIss is serving for the fifth year 
as faculty moderator of the University’s Account 
ing Club. He recently conducted the “Report 
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Writing Course” of the AICPA for members of 
the New Jersey Society of CPAs. 


Upsala College 

The Accounting Club sponsored a program in 
January in which the accounting clubs from sev- 
eral nearby colleges participated. Speakers in- 
duded THropore L. Rescu of Saint Peter’s 
College, RicoarD A. Nest of the American 
Institute, Rev. JoHN Horcan of Seton Hall 
University, and H. of Upsala College. 
Each club president in attendance was presented 
a volume of the CPA Handbook by the chairman 
of the education committee of the state society of 
CPAs. It is planned to rotate the host function 
among the participating schools. 


NEW YORK 
The City College of New York 


Leo ROSENBLUM was Morton Wollman Di- 
rector of Research at the Bernard M. Baruch 
School of Business and Public Administration 
during the fall semester. 


Columbia University 


GrorcE O. May, formerly senior partner of 
Price Waterhouse & Co., recently delivered two 
lectures at the Graduate School of Business on 
determination of corporate income. The topics 
were ‘‘Fact and Expectation in Accounting” and 
“The Legitimate Expectations of the Stock- 
holder.” 


Fordham University 


Sttvan A. TESORIERRE has been named chair- 
man of the department and promoted to the rank 
of associate professor. JAMES MACNEIL has been 
promoted to assistant professor. 


New York University 


Bruce Futsey has been appointed vice- 
chairman of the department of accounting. 
FREDERICK G. Horn was recently honored upon 
completion of twenty-five years of service as a 
director of the Nanuet National Bank. WILLIAM 
F. ConneELLy is acting as chairman of the Con- 
necticut Tax Study Commission. 


C. W. Post College of Long Island University 


Cuartes H. Zwicker has been elevated to 
the post of assistant professor. A fourth year of 
accounting instruction has been added to the 
curriculum, 


Association Notes 


OHIO 
John Carroll University 


Approximately two hundred representatives of 
industrial firms and governmental agencies at- 
tended the Taxpayer Assistance Institute in the 
new Activities Center Building, January 21 and 
22, 1959. The Institute was conducted by the 
Internal Revenue Service for the purpose of 
training the representative to assist others within 
his own firm or agency in the preparation of 
personal income-tax returns. 


The Ohio State University 


James R. McCoy was chairman of the Ohio 
regional meeting of the American Accounting 
Association held December 6, 1958, on the 
campus. In attendance were fifty-eight accounting 
teachers from nineteen Ohio colleges. Program 
participants were RatpH F. Becxert of Ohio 
University, RicHarpD M. Cyert of Carnegie 
Institute of Technology, KENNETH E, LAMBERT 
of University of Cincinnati, W. HAaRoLD MarRTIN 
of Kent State University, Francis J. McGurr 
of John Carroll University, and C. R. NISWONGER 
and E. Ben YAGER of Miami University. 


PENNSYLVANIA 


Drexel Institute of Technology 


Joun E. Kappet has been appointed assistant 
professor. Davin B. WALKER joined the staff in 
January as an instructor. BERNARD J. HARGADON 
is serving as treasurer of the Faculty Club. 

The Accounting Department has completed 
a study of the feasible uses of its new Type 650 
computer in the accounting courses offered. A 
program of demonstrations has been developed 
to illustrate applications of the computer in vari- 
ous areas of general and cost accounting. 

TEXAS 
University of Houston 

Howarp M. Dantets is chairman this year 
of the faculty assembly of the University. 
SamuEL M. Wootsey is teaching elementary 
accounting by closed-circuit television this spring. 
I. E. McNett has developed projector trans- 
parencies which are proving valuable for the 
televised teaching of elementary accounting. 

Response to the five-year professional program 
leading to the degree of bachelor of accountancy 
(B.Acc.), inaugurated last fall, has exceeded ex- 
pectations. 

KENNETH FLEMING is pursuing further grad- 
uate study at The University of Texas. 
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In 1958 ACCOUNTING FACULTY MEMBERS PARTICIPATED IN SUMMER SEMINARS AND SPECIAL STUDY GROUPS oy 
AN EXPANDING FRONT. LISTED BELOW, ACCORDING TO DIRECTING OR SPONSORING ORGANIZATION, ARE THE NAMES 
OF ACCOUNTING FACULTY MEMBERS PARTICIPATING IN FOUR SUCH GROUPS DURING 1958. 


CARNEGIE INSTITUTE OF TECHNOLOGY, Graduate 
School of Industrial Administration. “Faculty 
Seminar in New Developments in Business Ad- 
ministration,” sponsored by The Ford Foundation. 
Held at Williamstown, Massachusetts, month of 
August, 1958. 


FirMin, PETER A. (Tulane University) 

Har an, Nett (Harvard University) 

HENKE, Emerson O. (Baylor University) 

Hytton, DELMER P. (Wake Forest University) 

KESSELMAN, JEROME J. (University of Denver) 

Kouter, Paut A. (University of Missouri) 

PEITERSON, ARNO L. (University of Oregon) 

Royer, J. Everett (University of Miami) 

Smouinski, H. J. (Louisiana Polytechnic In- 
stitute) 

TARBET, JOSEPH R. (State College of Washington) 

TumMINs, MARVIN (University of Virginia) 

Tutte, Roy E. (University of Wisconsin) 

WESTFALL, OTHEL D. (University of Oklahoma) 

WILLIAMSON, R. L. (University of Southern Cali- 
fornia) 

Wricut, Howarp W. (University of Maryland) 


HARVARD UNIVERSITY, Graduate School of Business 
Administration. “Summer Case Seminar Program,” 
sponsored by The Ford Foundation. Eight weeks, 
from June 16 to August 8, 1958. 


BIERMAN, HAROLD, Jr. (Cornell University) 

Sorp, BurNARD Hotes (University of Texas) 
STETTLER, Howarp F. (University of Kansas) 
VINCENT, VERN H. (West Virginia University) 


INTERNATIONAL BusINESS MACHINES CORPORA- 
TION, Data Processing Division. “An Introduction 
to Data Processing for Professors in Schools of 
Business Administration.” Held August 11-29 at 
Endicott, New York. 


ANDERSEN, Hans V. (Brigham Young University) 
Boccs, RoBErT E. (University of North Dakota) 
ROBERT (Drexel Institute of Technology) 
Brapy, Francis M., Jr. (Lehigh University) 
Briccs, RoGER W. (Drake University) 
Dein, Raymonp C. (University of Nebraska) 
Eaton, WILLIAM L. (University of Detroit) 
Hern, LEonarD W. (Los Angeles State College) 
HoncE, GLENN L. (San Diego State College) 
Hunt, Ray C. (University of Virginia) 
Jones, GARDNER M. (Michigan State University) 
MaHeEu, REYNALD (University of Ottawa, Can- 
ada) 


Mastro, A. J. (Pennsylvania State University) 

May, Francis B. (University of Texas) 

McCottouen, Erzy V. (Louisiana State Univer. 
sity) 

McLaurin, Rayrorp J. (University of Chatta- 
nooga) 

MILLER, RoBert L. (Youngstown University) 

PEARCE, WiLuIAM L. (Oklahoma State Univer- 
sity) 

SCHLOSSER ROBERT E. (University of Illinois) 

SHILLINGLAW, G. (Massachusetts Institute of 
Technology) 

SmitH, CHARLES C. (Sacramento State College) 

VINCENT, VERN H. (West Virginia University) 

WaALLis, JAMES F. (Wayne State University) 

WASLEY, RoBErT S. (University of Colorado) 

Woops, Ricwarp S. (University of Pennsylvania) 


REMINGTON RAND, Division of Sperry Rand 
Corporation. “Univac Data Automation Training 
Course.” Conducted at seven locations during sum- 
mer months of 1958: Babson Institute of Business 
Administration, Case Institute of Technology, Uni- 
versity of Pennsylvania, Remington Rand offices in 
New York and Toronto, College of St. Thomas, and 
Southern Methodist University. Duration four 
weeks ; exception, College of St. Thomas, two weeks. 


ALLYN, RoBErt G. (Canisius College) 

BEARD, FRANK N. (University of Toronto) 

CANNAN, FRANcIs J. (Niagara University) 

Cray, ALvIN A. (Villanova University) 

Di1Le0, Francis X. (University of Bridgeport) 

Eaton, Witu1aM L. (University of Detroit) 

Gavin, B. J. B. (Queen’s University, Ontario) 

HEIN, LEONARD W. (Los Angeles State College) 

KRIEBEL, Henry A. (Babson Institute of Business 
Administration) 

MicuHaup, N. D. (John Carroll University) 

— M. (Community College, Brook- 
yn 

Mutiin, Howarp J. (St. John’s University, 
Brooklyn) 

Niemi, Leo (Western Michigan University) 

Ross, RaymMunD A. (University of Connecticut) 

SAWYER, Broapus E. (Morgan State College) 

Sona, JoHN W. (University of Oregon) 

StRUVE, Louts W. (Temple University) 

Wootsey, S. M. (University of Houston) 

Youne, Paut R. (New York University) 
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BOOK REVIEWS 


James S. Lanuam, Editor 


Accounting 


Carson, The Public Accounting Profession in California Sol J. Meyer 
Chaykin and Zimering, Advanced Accounting Problems—Theory and 

Practice Hale L. Newcomer 
Gibbs, Manual for Parish Treasurers Charles N. Millican 
Goldberg and Hill, The Elements of Accounting Ralph F. Beckert 
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The Accounting Review 


Accounting . 


A. B. Carson, The Public Accounting Profession in 
California (Los Angeles: University of California, 
1958, pp. 314). 


This survey of the California profession, its practices 
and its personnel, was financed from funds allocated by 
the California legislature and conducted by a commit- 
tee headed by a professor at the University of California, 
Los Angeles. The study was made possible by the co- 
operation of more 1,500 CPA’s and PA’s in the state 
who took time to supply answers to a considerable 
array of questions. The representative “samples” were 
drawn from the records of licenses issued by the Cali- 
fornia State Board of Accountancy. 

The report of the findings is composed of two major 
parts in accordance with the original stated purpose: 
(1) with respect to the practices of public accounting 
practitioners and firms, such diverse matters as size and 
age of practice, geographic dispersion, professional 
status and compensation of personnel, types of services 
performed, gross and net income data, and nature of 
clientele, and (2) with respect to the individuals em- 
ployed or engaged in the profession, information relat- 
ing to such matters as social and economic background, 
education, experience, types of services personally per- 
formed, and size of income. 

The information assembled is expected to interest 
and benefit members of the profession, their organiza- 
tions, prospective entrants into the profession, bodies 
responsible for the regulation of public accountancy, 
and those concerned with the accounting education. 

There are over 300 pages of statistical information 
contained in the report. While there is bound to be some 
variance between the characteristics as reported in Cali- 
fornia and those in other states, nevertheless the findings 
should be interesting to all associated with the account- 
ing profession. The reviewer, an individual CPA prac- 
titioner, found himself comparing the information con- 
tained in the report with characteristics and results of 
his own practice. Many others will surely want to do 
likewise. 

Sox J. MEYER 
Invinc J. CHAYKIN AND Max ZImERING, Advanced Ac- 
counting Problems—Theory and Practice, (New York: 

John Wiley & Sons, Inc., 1958, pp. ix, 562, $7.95). 


Irvine J. CHAYKIN AND Max Workbook to 
accompany Advanced Accounting Problems, (New 
York: John Wiley & Sons, Inc., 1958, pp. 134, $3.95). 


The preface to this text states that its purpose is two- 
fold: first, to serve as a collegiate text in advanced prob- 
lems and, second, to serve as an effective self-teaching 
medium and as an aid to those preparing for the C.P.A. 
Examination. It further states that the topics presented 
have been selected on the basis of their inherent impor- 
tance in the field and on the relative frequency of their 
occurrence on the C.P.A. Examination. The problems 
include original and tested material as well as adapta- 
tions of actual C.P.A. questions and problems. Figures 


have been simplified and undue lengthiness avoided 
where possible. No attempt has been made to cover fed. 
eral income taxes. 

What methods have been utilized in attaining the ob. 
jectives stated in the preface? This reviewer believes 
the reader will obtain a better perspective and under. 
standing if the approach is divided into four parts. 

1. A review discussion precedes each topic included 
in this volume. Of the 562 pages in this edit 
approximately 150 pages are devoted to a review 
of basic fundamentals, generally accepted ac. 
counting principles, procedures and techniques, 
Careful consideration has been given to the Ac 
counting Research Bulletins issued by the Com. 
mittee on Accounting Procedure of the American 
Institute of Certified Public Accountants and to 
the Accounting Terminology Bulletins prepared 
by the Committee on Terminology of the 
A.L.C.P.A. 

2. Illustrative problems with solutions are incor. 
porated. 120 problems with solutions serve to aid 
the individual in his orderly review. Included are 
problems short, problems long, problems easy, and 
problems more difficult. The problems are well 
stated and the solutions are complete. 

3. Comments on solutions are presented in many 
instances. No attempt was made to determine the 
space consumed by the comments but the com- 
ments to the solutions involve assumptions, analy- 
ses of adjustments, possible variations in the 
solution and other items of help to student under- 
standing. 

4. A separate problem manual! (without solutions) 
has been prepared. This manual of 134 pages in- 
corporates 118 pages with 152 problems and an 
appendix of 16 pages defining terms used in Fund 
Accounting. The problems are in numbered chap- 
ters to correspond with the same numbered chap- 
ters in the text. This additional problem material 
is designed for homework assignments or for self- 
testing. 

Probably no two individuals will agree upon the 
topics to be included in a volume such as this or upon 
the arrangement and organization of the material. The 
following breakdown of the subject matter and emphasis 
given the various areas may be helpful to the reader. 

Many specialized areas such as brokerage, banking, 
building and loan associations are omitted but it obvi- 
ously is not possible to be all inclusive. Perhaps undue 
emphasis has been placed upon consolidated statements 
for C.P.A. review purposes but perhaps not as a disci- 
plinary function in the classroom and in the learning 
process. Of course, many of these matters are subject to 
individual judgments and preferences. 

The reviewer assumes the primary purpose of this 
book is to provide a volume useful to the C.P.A. cand- 
date whether it is used inside or outside the classroom. 
References to standard texts following each discussion 
section might prove of additional aid to the user. Fur- 
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Probs. 

Preparation of Fin. 1 34 2 8 
Installment sales, Statement of Affairs, Receivers............. 1 each 69 10 21 
Analysis of Statements, including Applic. of Funds, Cash Flow... 2 52 9 12 
20 547 120 152 


* Actuarial (8), stock rights (3), retail inventory(2), fire loss (5), consignments (3). 


ther references to additional C.P.A. problems in the 
fields or topics covered might prove time saving to a 
candidate needing additional practice in subjects in 
which he finds himself weak. These problem references 
could well be incorporated in either the text or the 
manual. It is customary in teaching accounting—at 
least beyond elementary accounting—to divide the sub- 
ject matter into longitudinal strips. This type of division 
of subject matter is accomplished by devoting a period 
of time to a concentrated attention and study of partner- 
ships, another period to corporations, still another to 
consolidated statements, etc. It is believed that such an 
approach for those students learning the material for 
the first time is educationally and pedagogically sound. 
In the reviewer’s opinion one of the greatest difficulties 
experienced by the C.P.A. candidate is due to his lack 
of ability to shift rapidly from one accounting area to 
another as he is required to do when writing the exami- 
nation. This difficulty might be overcome by practicing 
mental agility through a constant rotation of topics 
reviewed. The cross-section approach would involve the 
study and solution of problems in rapid and repeated 
succession, for example, in the areas of statement prepa- 
tation, costs, income tax, partnerships, fund accounting, 
and so on. This type of approach might well be sug- 
gested to the users of this text and manual and imple- 
mented by outlining a specific rotation of manual prob- 
lems either in an introduction to the manual or in a 
second appendix. 

The user will find a 14 page index in the text helpful. 
Many teachers no doubt will be delighted and relieved 
to discover a text which can be used with the instruc- 
tor’s own compilation of problems. The authors are to 
be congratulated on an excellent attempt at a real text 
in this rather difficult area of C.P.A. problem review. 

Hate L. Newcomer 
Professor of Accountancy 
University of INinois 


Grorce Gress. Manual for Parish Treasurers, (Los 
Angeles: Protestant Episcopal Church in the Diocese 
of Los Angeles, 1958, pp. iv, 75, Price $5.00). 

This manual has been prepared specifically to assist 
Parish Treasurers of the Protestant Episcopal Church 
in the Diocese of Los Angeles with their work and re- 
sponsibilities as officers in the local churches. However, 


the material could be adapted to the needs of all Di- 
oceses of the denomination without much difficulty. 

Several accounting and financial principles are given 
in the manual, but this is primarily information on 
procedures. 

About one-third of the presentation is devoted to a 
discussion of such accounting procedures and records 
as: the handling and classification of cash and non- 
cash receipts and disbursements; the basic purpose and 
use of the parish cash book, general ledger accounts and 
subsidiary records; the counting of plate collections; 
pledgor statements; current expenses; pensions; capital 
expenditures; bank accounts; and building funds. 
Throughout this section, constant reference is made to 
the receipts, disbursements and ledger accounts by 
number. Samples of cash receipts and disbursements 
records are shown in the appendix. These illustrations 
should prove most heipful to a Parish Treasurer. How- 
ever, it is precisely at this point that the manual is a 
little weak in its presentation. No sample ledger ac- 
counts and no sample entries are shown. This weakness 
should present no problem for the Parish Treasurer 
with formal accounting training, but the inclusion of 
these additional materials would probably be of help to 
the Treasurer without such a background. 

Another major section deals with laws (church and 
civil) governing the handling of the physical properties 
owned by the Parish. Under this heading, the following 
items are given: encumbrances; fire, extended coverage, 
demolition, burglary, comprehensive public liability and 
youth group accident insurance; and property, income 
and franchise taxes. It is worth noting that rising build- 
ing costs are treated in a topic on replacement cost 
insurance. 

Others sections give information on: organization of 
the Parish, the personnel of the Parish, financial policies 
and practices, reports of the Parish Treasurer, special 
offerings, transition from a Mission to a Parish, refer- 
ence materials for the Parish Treasurer, and annual au- 
dit procedures. 

The author has made a noteworthy contribution to 
the accounting and financial materials available to the 

church officers of his denomination. This manual should 
be required reading for every Rector and Parish 
Treasurer of the Protestant Episcopal Church. Other 
denominations without such a guide for their local 
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church treasurers would profit from a study of the 
manual. 
CuaRLEs N. MILLICAN 
Dean, School of Business Admn. 
Hardin-Simmons University 


L. GoLpBERG AND V. R. Hux, The Elements of Ac- 
counting, (Melbourne University Press; New York: 
Cambridge University Press, 1958, pp. 300, Price 
$4.50). 

An accounting text co-authored by an Associate Pro- 
fessor of Accountancy at the University of Melbourne 
and by the Secretary, Melbourne Chamber of Com- 
merce formerly tutor in Accountancy, University of 
Melbourne and Senior Master in Commercial Subjects 
at Scotch College, Melbourne, immediately arouses in- 
tense curiosity. How does this book differ from the 
American accounting text? 

We note that this is not a first edition for it was 
published in 1947 by the Accountants Publishing Co., 
Ltd. Melbourne. This, the second edition was revised 
and re-set in 1958. 

The Preface states that the “basic framework and 
approach of the first edition kave been retained but the 
whole of the text has been revised and in many places 
completely rewritten.” At the end of each chapter is 
found almost twice the number of questions and prob- 
lems as were in the first edition with a series of questions 
at the end of the book. 

Twenty-six chapters, almost fourteen pages of “Re- 
vision Questions” and two pages for the Index account 
for the 300 pages of the text. It can be readily deduced 
that the chapters are comparatively brief. The early 
chapters are informational as indicated by such titles 
as (1) “The Background of Accounting,” (2) “The 
Meaning of Accounting and Bookkeeping,” (3) “The 
Enterprise as a Separate Entity,” and (4) “Proprietor- 
ship.” Chapter 5 introduces “Assets and Equities.” The 
fundamental equation in accounting is expressed in £ 
as is to be expected and the American reader may easily 
substitute the dollar sign in all illustrations. Chapter 6 
adequately explains and clarifies equities and assets and 
clearly illustrates the “Circulation of Assets.” On page 
25 in this chapter the authors state “current assets 
change their identity during use while fixed assets re- 
tain their identity.” 

“The Statement of Resources” (Balance Sheet) is 
discussed in Chapter 7. At this point it is interesting to 
note on page 28 this statement: “The distinction be- 
tween the two terms (Statement of Resources-Balance 
Sheet) may be understood from their definitions. A 
Statement of Resources is any statement which presents 
the financial position of an enterprise at a particular time, 
A Balance Sheet is a statement showing the same infor- 
mation as a Statement of Resources but prepared from 
records kept in accordance with the procedure known as 
double eniry recording.” Evidently this is Australian 
practice since the authors continue by saying, “This 
Balance Sheet is a particular kind of Statement of Re- 
sources and the term should not be used for financial 
statements which have not been prepared from double 
entry records.” 
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“Financial Transactions and the Statement of Re. 
sources” as Chapter 8 is followed by “The Twofold 
Effects of Transactions” in Chapter 9. One of the trans. 
actions in this chapter that commands attention reads, 
“Feb. 1—He buys furniture and fittings from Furnishers 
Ltd. for £200. He agrees to pay for these at the rate of 
£20 per fortnight.” 

“The Mechanism of the Ledger Account” is discussed 
in Chapter 10. The reader is told on page 57 that the 
prefixes “To” and “By” before the particulars is “not 
so widely observed as formerly.” Chapter 11 continues 
with an explanation of “Ledger Recording.” “Books of 
Originating Entry” are introduced in Chapter 12. “Sub. 
divisions of the Journal” is the heading for Chapter 13. 
In this chapter the terms, “Returns Inward Journal” 
and “Returns Outward Journal” are explained and these 
terms may be more descriptive and more readily under- 
stood than our terms, “Sales Returns and Allowances 
Journal” and “Purchases Returns and Allowances 
Journal.” Page 94 finds a discussion of “Dishonour of 
Cheque” and the “Imprest System of Petty Cash” is 
explained with the Petty Cash Book illustrated on page 
95. 

“Posting to the Ledger” is the title of Chapter 15 
followed by a very adequate presentation in Chapter 16 
of “Bank Reconciliation Statements.” The subject 
“Accounting for Bills of Exchange” in Chapter 17 is 
disposed of in eleven pages which includes illustrations 
and three pages of questions. The American text seems 
to require more complete discussion of this subject. 
“Bad Debts and Bad Debts Recovered” is found in 
Chapter 18 and “The Trial Balance” in Chapter 19. The 
authors’ treatment of “Errors Disclosed by the Trial 
Balance,” “Procedure to Locate Errors” and “Errors 
Not Disclosed by the Trial Balance” are fine contribu- 
tions to the book. It could probably be more strongly 
emphasized that a balanced trial balance does not 
assure correctness. 

“Balance Day Adjustments,” the title for Chapter 
20 caused curiosity. It was soon discovered that “ ‘bal- 
ance day’ is the name given to the date determined upon 
as that on which the accounting period will end” or as 
we say, the end of the fiscal period. After explaining 
certain adjustments as of this date, Chapter 21 presents 
the “Eight-Column Trial Balance” better known to the 
American student as the eight-colun:n working sheet. 
In Chapter 22 “Preparation of the Accounting Reports” 
is presented. An interesting illustration on page 207 
“Chart Form of Balance Sheet” emphasized the point 
of view that the “Balance Sheet is a graphical expression 
of an accounting fact.” 

“Adjusting and Closing Entries” are discussed and 
illustrated in Chapter 23 with the account terms “Mer- 
chandise” and “Cost of Goods Sold” used as well as 
“Trading Account” and finally “Profit and Loss.” “Re- 
opening the Ledger” in Chapter 24 emphasizes “re- 
versing entries” and here we find the account title 
“Stock on Hand” instead of our more familiar term of 
Inventory. In addition to the accounts, “Provision for 
Doubtful Accounts,” we find an account for “Provision 
for Discount Allowable.” 

The final chapters of the book find “Tllustration of a 
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Complete Set of Books” in Chapter 25 and “Non- 
Commercial Enterprises” discussed in Chapter 26. This 
final chapter discussion is found too infrequently in the 
American text. 
Without attempting to critically evaluate every prin- 
iple presented and to compare it with American texts, 
it is firmly believed that every student of accounting, 
aswell as students of business will find this a very worth- 
while and interesting book. It states facts clearly and 
logically. The library of business as well as the campus 
library will find this book of value for its shelves. It is 
an important addition to the reference shelf. 
F. BECKERT 
Professor of Accounting 
Ohio University, Athens 


W. Hotmes, Gitpert P. MayNArRD, JAMES 
Don EDWARDS, AND Rosert A. ME1&R, Intermediate 
Accounting, (Homewood, Illinois: Richard D. Irwin, 
Inc., 1958, Third Edition, pp. XXI, 856, Price: 
$7.50). 


This excellent text is designed primarily for complete 
coverage of a two-semester sequence following the usual 
year of introductory material and, as such, is an inte- 
grated part of the series of Elementary Accounting, 


Intermediate Accounting, and Advanced Accounting 
by the same authors. 

The first two chapters (71 pages) contain the usual 
review of basic procedures in the accounting cycle for 
retail and manufacturing concerns and Chapter 3 (31 
pages) reviews the basic financial statements. Constant 
reference is made to Institute bulletins. The terminol- 
ogy is up to date in this chapter and throughout the text. 

A bow to the authors because they recognize at the 
outset that the capital of a corporation arises from only 
two sources—retained earnings and capital contributed 
or paid in. Throughout the text, they avoid the word 
surplus except that in Chapter 21 they briefly discuss 
eared, paid-in, and capital surplus only to point to the 
confusion surrounding these terms and to relate them to 
the better terms. Quoting from Chapter 21—“The 
stockholders’ equity in a corporation is composed of 
contributed capital and capital accumulated by reten- 
tion of income in the business. Accountants have long 
recognized the desirability of segregation of these two 
elements of corporate capital in both the records and 
the financial statements. Nevertheless, the terminology 
of accountancy throughout its history has done little 
to facilitate maintenance of the distinction between con- 
tributed (or paid-in) and accumulated capital. Long- 
established use of the term “surplus” has been at least 
in part responsible for the blurring of the line between 
the two major sources of capital and the resultant con- 
fusion among accountants, businessmen, members of 
the bar, and others.” No one would question that 
“others” includes students. Improvement in terminol- 
ogy is hindered by texts which stubbornly continue to 
use old terms in basic discussion and problem material 
with only a suggestion of the better terms by footnote, 
brief discussion, and occasional use. This text, however, 
indoctrinates the student with improved terminology. 
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Chapter 4 (31 pages) explains the all-inclusive and 
current operating performance concepts, corrections 
necessary for mistakes in prior years, and briefly the 
current problem of income tax allocation. Chapters 5 
through 17 (371 pages) deal with the balance sheet 
items in traditional sequence from cash through liabili- 
ties. The development of double entry statements from 
incomplete data is included in the chapter on cash 
because this procedure is closely related to the analysis 
of cash receipts and disbursements. Separate chapters 
on consignments and installment selling follow the 
three usual chapters on inventories because of their 
close relationship to inventories, cost of sales, and 
resulting net income determination. A comprehensive 
and very satisfactory treatment of standards and pro- 
cedures peculiar to corporations is given in Chapters 
18 through 22 (127 pages). Chapter 23 (25 pages) covers 
the theory of net income determination and Chapters 
24 through 26 (107 pages) are concerned with statement 
analysis. The text is concluded with Chapter 27 (42 
pages) on the statement of funds and Chapter 28 (35 
pages) on compound interest and so-called actuarial 
science. An appendix contains mathematical tables to 
support Chapter 28. 

In the discussion of stock dividends, the authors ex- 
press disagreement with use of market value of dividend 
shares as a measure of the amount of retained earnings 
capitalized and further say—“At the time of this writing 
it is expected that Chapter 7, Section B, of Bulletin 
No. 43 may be revised.” Does this reflect the courage 
of their convictions or are they in close touch with a 
member of the pertinent committee? If it is the latter, 
will they please exert their influence to have the Insti- 
tute define the phrase “cost of disposal” in the defini- 
tion of net realizable value? Apparently theonly explana- 
tion so far offered by the Institute is an unofficial one 
contained in the Accounting and Auditing Problems 
section of the February, 1957 Journal, page 56. Here 
the cost of disposal is defined to include enly direct 
selling expenses such as packing, shipping, salesmen’s 
commissions, etc. The authors define it to include 
operating expenses which, it is assumed, means all 
selling and administrative expenses, direct and indirect. 
While they do not justify their definition it appears to 
be the proper one. Assume a percentage analysis of the 
normal income statement as follows: 


Operating 35 


An item estimated to sell for $100 should not be inven- 
toried at more than $65 (selling price 100% less oper- 
ating expenses 35%) if it is to produce a gross margin 
sufficient to absorb its share of operating expense and 
avoid a net loss when sold. Where market is lower than 
original cost, the item should not be inventoried at less - 
than $60 (selling price 100% less operating expenses 
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35% less net income 5%) otherwise it would produce an 
abnormal gross margin and net income in the year of 
sale. This would amount to showing a loss in one year 
merely to show an abnormal profit in the next year. It is 
this concept of “cost of disposal” which appears to 
make sense out of the A.I.C.P.A. rule that market is 
replacement cost based on the buying market but never 
more than a ceiling or less than a floor based on the 
selling market. 

Stock rights, warrants, and options are frequently 
confused because the terms are used interchangeably. 
The confusion could be eliminated by defining rights as 
those issued to stock-holders and usually expiring in a 
relatively short time such as 30 to 90 days; warrants as 
those attached to shares of stock or to bonds and usually 
continuing for a relatively long time such as 5 years or 
in some cases indefinitely; options as those issued to 
employees and continuing for a short or long time. The 
authors discuss rights in the chapter on investments but 
do not mention warrants except as another name for 
rights. No mention of either of these items could be 
found in the chapters on corporations, specifically as to 
disclosure of outstanding rights and warrants on the 
corporate balance sheet. Full treatment is given to 
options, however, in one of the chapters on corporations. 
The authors use the so-called bonds-outstanding and 
dollar-year methods relating to serial bonds. It is em- 
barrassing that accounting texts have elevated a simple 
arithmetic determination of a weighted average to the 
dignity of two formal methods which accounting stu- 
dents apparently are expected to learn as such. It is 
suggested that the methods be forgotten, by name at 
least, and that the problem be presented simply for 
what it is. Total discount or premium divided by total 
dollar-bond periods gives a weighted average which is 
the amount of amortization per bond, per period. This 
is the key figure and the only one needed to make any 
determination. In the discussion of investments, the 
authors give two methods of treating stock dividends 
received in a class of shares different from those held. 
The first method records preferred dividend shares re- 
ceived on common stock at their market value with an 
offsetting credit to dividend income and the authors 
comment as follows: “This method is based on the 
theory that if the stock received is of a class different 
from that originally held, it is the equivalent of a prop- 
erty dividend. This method apparently conforms to reg- 
ulations for income tax purposes.” In the illustration 
given of preferred on common, the 1954 Code indicates 
a non-taxable dividend, unless a cash option was in- 
cluded, and the tax treatment would follow the authors’ 
second method of allocating part of the cost of the 
common stock held to the preferred dividend shares 
based on relative total market values. Because tax regu- 
lations are complex, frequently do not conform to ac- 
counting treatment, and change from year to year, it is 
perhaps advisable to ignore them in a text on account- 
ing. 

This text considers reasons as well as procedures. It 
is comprehensive, authoritative, and current. Questions 
and problems are of the thought-provoking type and, 
in general, are graded from short and easy to compre- 
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hensive and difficult. The supply of problems is adequate 
for a two-year or three-year rotation. 

Harry H. Wave 
Professor of Accounting 
University of Miami, Florida 


GrorGE Hits NEWLOVE, Process Costs (Actual, Esi. 
mated, and Standard) (Austin, Texas: Hemphill Book 
Stores, 1958, pp. v, 288, Price $5.00). 


Process Costs (Actual, Estimated, and Standard) by 
G. H. Newlove offers a full round of work sheets, 
schedules, and forms that are helpful in dealing with the 
calculations, conversions, and summaries relating to 
process costs. It is in bound mimeographed form, and is 
well edited. 

The preparation of Process Costs was a monumental 
task. It is complete with integrated illustrations of the 
various treatments of spoilage and inventory costing 
methods in process cost systems that deal with actual 
costs, with estimated costs, and with standard costs, 
Wherever applicable, it shows the techniques for con- 
verting the results of an estimated costing system anda 
standard costing system to actual costs. Its strong points 
are (a) the comprehensiveness of the illustrations, (b) 
the light that it throws on the interrelationships of 
various process cost matters, and (c) the consistency 
and parallelism of the schedules and forms for equiva- 
lent production computations, quantity reports, interim 
work sheets, and the like. 

For one who likes to look for theories in illustrations, 
that is, in applications rather than in textual material 
Process Costs offers a well-stocked hunting ground. 

Dr. Newlove has not attempted to write a textbook 
for the conventional intermediate cost accounting 
course. He has written for the benefit of the senior and 
the graduate student and is thinking of the appropriate 
ness of the material in a curriculum that includes courses 
in budgeting, industrial statistics, and production mag- 
agement. 

After a brief introduction to cost systems generally, 
Process Costs introduces spoilage and considers the 
possibilities that it may occur at the beginning, during 
and at the end of a process. These notions, as well as 
that of “added units,” are illustrated amply along with 
Fifo, Lifo, and average costing methods. 

Estimated cost systems are dealt with in terms d 
their application and identifying characteristics. Ther 
are detailed illustrations for the three points at whid 
spoilage may occur as well as for the three inventory 
costing methods. Techniques for converting pred 
termined estimated costs to actual costs and for deal 
ing with the pyramiding of departmental costs are illus 
trated. 

Two important chapters are devoted to standatl 
costs within a three-armed framework: (1) costs into 
in-process at actual and out at standard, (2) costs in and 
out at standard, and (3) costs in and out at both actul 
and standard. Not neglected here, either, are mattersd 
spoilage, pyramided costs, and interrelationships of cos 
systems. 

A separate chapter is given to nonpyramided depatt 
mental costs and an analysis of their results in compat 
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son with pyramided costs. 

The chapter on G. Charter Harrison’s analysis of 
the variations between actual costs and standard costs 
and the one on Eric A. Camman’s analysis of the vari- 
ations between actual costs and expected costs are 
yaluable additions to the literature of cost accounting. 
They are expository as well as synoptic. 

Dr. Newlove has not overlooked the interest of the 
individual preparing for the CPA examination. He has 
madea study of the cost accounting problems that have 
been given in the uniform examination and concludes, 
in the preface, that except for problems concerning by- 
products and joint products, Process Costs covers all of 
the cost accounting matters that have been dealt with 
in CPA examination problems. 

O. S. GELLEIN 
Partner 
Haskins & Sells 


Benjamin NEWMAN, Auditing—A CPA Review Manual 
(New York: John Wiley & Sons, Inc., 1958, pp. xii, 
$12.75). 


The expanding catalogue of publications devoted to 
CPA review material is a tribute to the difficulty and 
the importance of the CPA examination. Several books 
have covered all four sections of the examination; some 
have dealt with the problem section; a few have been 
confined to commercial law. Newman’s book is the first 
to deal exhaustively with the auditing section. The size 
of the book (685 pages) is some indication of the thor- 
oughness of the coverage. Add to mere size the fact that 
few work papers are illustrated, and that brief editorial 
transitional summaries are followed by lengthy model 
answers to actual CPA auditing questions in fine print, 
and the fullness of coverage becomes even more appar- 
ent. 

Newman cautions the candidate that a single point, 
however pertinent, offered as an answer to an examina- 
tion question will not receive full credit. Several related 
points should be made, even if some of the points smack 
of the obvious. Only irrelevance is dangerous. The out- 
line-form employed in the book should be a format most 
welcome to the graders. Students will find encourage- 
ment in Newman’s answers to those questions which 
call for a specific number of points, items, or examples. 
Newman is always able to provide an “overrun” of at 
least 50% on the points required, proving that a rea- 
sonable knowledge of the topic, some imagination, and 
& logical mind can develop the subject adequately 
without reaching for far-fetched points and with little 
specialized experience. 

The first third of the book is devoted to general mat- 
ters. Chapter Two presents a completely lucid treat- 
ment of the Short-Form Report, its qualifications, ex- 
ceptions and disclaimers. Practitioners as well as stu- 
dents and candidates could profit from reading this ma- 
terial. Also impressive in Chapter Three is the relating 
of auditing standards to the rules of ethics together with 
explanations of the need for each rule. Chapter Four is 
notable especially for the section on window dressing, 
while Chapter Five effectively defines audit terms and 

the various types of working papers. 
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Chapters Six and Seven develop the general outline 
with which Newman approaches questions calling for 
specific audit programs. The outline is comprehensive, 
covering internal accounting records and documents, 
external evidence, cut-offs, internal control policy, ac- 
counting principles and statement presentation, and 
significant events subsequent to the balance sheet date. 
Interim as well as year-end procedures are considered. 

The remainder of the book takes each balance sheet 
account and profit and loss element and develops audit 
procedure problems and other aspects encountered in 
actual examinations. Particularly noteworthy is the 
extended material on cash frauds and sales cut-offs, the 
program for unrecorded liabilities and the distinction 
drawn between prepaid expenses, deferred charges, and 
intangible assets. Answers to actual questions from ex- 
aminations since 1942 comprise the principal content of 
these chapters. While the answers are never intended to 
be brief, the length of the solutions that Newman can 
devise for some relatively short and innocent-appearing 
questions is sometimes amazing. 

Criticism might be made of the complexity of the 
general outline which is the working basis for the major 
portion of the book. It is probably much too elaborate 
for a candidate to memorize. However, a careful study 
of its thorough application by the author should give a 
diligent student a working concept adequate to satisfy 
most examination requirements. 

The book is highly specialized. It is a review manual 
for the CPA examination. It was not intended as a 
basic auditing text, nor would it serve for that purpose. 
But it is a complete and definitive review for the au- 
diting section of the examination. Indeed, it is probably 
too exhaustive for more than a cursory study by the 
candidate who is preparing for his first experience in the 
examination room or for anyone trying to cover all four 
sections at one time. The full value of the book will best 
be realized by the candidate who has “conditioned” the 
examination and has yet to pass Auditing, which seems 
to be difficult for the experienced and the inexperienced 
alike. Newman has succeeded in correlating theory and 
practice, standards and procedures, so clearly and so 
thoroughly that the student who is able to budget his 
time and concentrate his effort effectively should be 
assured of success in the auditing section. 

SHERWOOD W. NEWTON 
Associate Professor of Accounting 
University of Kansas 


Swwney W. AND HEATON, 
grated Auditing (New York: The Ronald Press 
Company, 1958, pp. ix, 272, Price $7.00). 


The keynotes of this broad treatment of the princi- 
ples and practices of auditing are analysis and integra- 
tion. The authors, both members of an important ac- 
counting firm, state in the preface that this book, 
rather than being written, can be said to have emerged 
from the day-to-day experience of the authors. They 
have chosen the rather intriguing title Integrated Au- 
diting to give emphasis to the attainment of the audit 
objectives of ultimate assurance of serviceability and 
truth through progressive integration of auditing con- 
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cepts and auditing procedures. They suggest that in the 
analysis of supporting details auditors should be cog- 
nizant continually of the interrelationship of analysis 
and objectives. Patterns of evidence, verification, and 
thinking are developed in order to present a framework 
of auditing theory. 

There are sixteen chapters and two appendixes in 
the book. The first three chapters present discussions of 
basic ideas and basic problems in auditing. The first 
chapter, entitled “Orientation,” deals with the ques- 
tions: “Why Auditing Is Needed,” “Who Does the 
Auditing?”, “How Auditing is Done.” The second chap- 
ter considers the two over-all audit problems, namely: 
the Accounting Summaries Fair Presentations?”’, 
“Have the Resources of the Company Been Con- 
served?” and the intermingling of these two problems 
under three cross-sections: (1) internal control, (2) cut- 
offs, and (3) completeness. In the third chapter called 
“Verification” the four steps in the accomplishment of 
audit objectives are outlined as (1) Defining the prob- 
lems (two over-all problems); (2) Selecting, examining 
and organizing evidence (six kinds of evidence); (3) 
Drawing inferences and (4) Verification of the infer- 
ences (three methods of verification). 

Chapter four contains a complete statement in out- 
line form of basic audit patterns including the two 
over-all audit problems, six kinds of audit evidence, 
thirteen audit procedures, three verification methods, 
five verification aspects and two other duties of an audi- 
tor. 

The remaining chapters deal with less theoretical 
and more specific audit considerations, such as, account- 
ing statements, audit reports, procedures and programs, 
business records and papers, controls, working papers, 
inquiry, confirmation and observation, delegation, 
supervision and review and the formation of audit 
opinions. These subjects are presented from the view- 
point of the application of basic audit patterns by the 
auditor in the accomplishment of the audit functions. 
The fal chapter consists of an audit situation taken 
from practice dealing with a small audit in a specialized 
field. The purpose of this case study is to indicate the 
approach to selection and integration in a complete au- 
dit. The auditor uses the six kinds of audit evidence, the 
thirteen kinds of audit procedures and applies the three 
verification methods. This study makes for an effective 
summary of the main theme of the book, integrated 
auditing. 

Appendix A is an “Tilustration of a Long-Form Re- 
port.” Appendix B contains a “Staff Training Program 
and Practice Material.” Need, objectives and methods 
of staff training are discussed including an interesting 
and constructive criticism of college accounting courses 
and textbooks. The practice material consists of twenty- 
four short audit problems and cases correlated with a 
series of sixteen assignments, each of which also includes 
a reading assignment from this book. 

The particular contribution of this book is the per- 
spective, developed by the emphasis and organization 
of its contents, on the objectives, patterns and tech- 
niques of the auditing profession. Judgment, selection, 
organization and the formation of well-informed opin- 
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ions are stressed throughout. These are difficult subjects 
to delineate properly. The authors have been successfy] 
to a degree in accomplishing their purpose of offering 
comprehensive treatment of auditing theory, The book 
should be useful and valuable to professional account. 
ants and others who need to learn more about the nature 
and the serviceability of auditing. This book has particy. 
lar utility in the area of staff training. 

Perhaps the best way to summarize the central theme 
of Integrated Auditing is to quote the following state. 
ment from the book, ““There are those who distrust hy- 
man judgments whether they be by auditors, jurors, 
or voters at the polls. This distrust creates a dangerous 
pressure to substitute audit rules for audit thinking.” 
In this book emphasis is placed on thinking, not on 
rules. An attempt is made to develop the patterns of 
thinking that lead to sound auditing judgments. 

James M. CARRITHERS 
Chairman, Department of Business 
Administration and Economics 
Coe College 


Joun Ryan, Current Depreciation Allowances, an Evalu- 
ation and Criticism (New York: Fordham University 
Press, Studies in Industrial Economics, No. 5, July il, 
1958, 80 pp., $1.25). 


Essentially this booklet is a well organized digest of 
the controversy over depreciation and inflation which 
has been waged in accounting literature since World 
War II. Numerous footnotes refer to a considerable 
amount of accounting literature, testimony before Con- 
gressional committees, etc., during the past decade, al 
though a few go back much farther. Frequent tables, 
well integrated into the text, elaborate upon the au- 
thor’s major points. 

The booklet is divided into three chapters, with three 
short appendixes. Chapter 1, “The Scope of the Prob 
lem,” contains five sections. These sections summarize 
the nature of depreciation, the depreciation rate ques- 
tion, the special case of public utilities, inequities in 
depreciation as between industries, and depreciation 
and small business. Depreciation is concisely explained 
in terms of its accounting, financial, and engineering 
phases, and its physical and functional components. The 
author includes accounting and social implications in 
the section on depreciation rate or method, and then 
turns to the income tax problem. Straight line and de- 
clining balance methods are compared and contrasted at 
some length, although the author is unduly concerned 
about the fact that the declining-balance plan fails 
to reduce asset book value to zero. Other traditional 
methods receive less attention. The need for retention 
of the basic theoretical accounting objective of amor 
tization of asset value.is mentioned, but immediately 
shunted for reasons of practicality, and with the sur- 
prising objection that it would lead to fluctuations and 
“vitiate comparisons of net income.” The concept of 
depreciation as a function of asset usage is omitted. 
A short section on the special case of public utilities 
points out the problems of heavy investment, long lived 
assets, and rate regulation. The inequities between in- 
dustries which arise because of the accidental timing of 


depreciati 
point that 
gument f 
preciatio 
heavier fo 
section on 
ation on 
date of ac 
Chapte 
Policy,” 
income t: 
pointed a 
ation in 0 
tation wit 
depreciati 
special i 
however, 
notably 
on asset V 
Chapt 
Solutions. 
overstatet 
the inevi 
aly 
preciatio! 
misunde 
it suecin« 
replacems 
ing tables 
con. The 
in the fo 
argument 
section 0 
mates of 
proposals 
all—mere 
ment stre 
larger te 
Under th 
tion pro 
part. The 
basic mo 
deprecia’ 
purchasi 
business 
examples 
recent da 
The a 
plemen’ 
are: useft 
tates of 
Property. 
This b 
is not m 
of fact 
ject. 


red 


sitions in a pattern of changing price levels, and 

variations of as much as 10 to 20 times in ratio of 

jation to volume, lead the author to a major 

int that such inequities convincingly support the ar- 

for replacement (meaning current) cost de- 

jation. “We find the undue tax burden is eight times 

heavier for the [heavy plant ratio industries]. ...” The 

gction on small business advocates accelerated depreci- 

ation on used, as well as new, assets, and regardless of 
date of acquisition. 

Chapter 2, “The Development of Depreciation 
Policy,” is a summary of the history of depreciation in 
income tax administration. Bulletin F comes in for some 
pointed and worthwhile criticism. A section on depreci- 
ation in other countries relates the English experimen- 
tation with an “initial allowance” in addition to full cost 
depreciation. This might be the progenitor of our new 
special initial deduction for small business (which is, 
however, applied to reduce the basis). In some instances, 
notably France and Italy, depreciation has been allowed 
on asset values written up to current levels. 

Chapter 3, “Particular Problems and Attempted 
Solutions,” presents the proposition that profits are 
overstated, taxes levied on them, and capital erosion is 
the inevitable result. “Retained earnings [have] only 
partly represented business growth.” A section on de- 
preciation as a source of funds relates the widespread 
misunderstanding of this difficult concept and explains 
it succinctly. The whole matter of depreciation and 
replacement cost is presented in about 11 pages, includ- 
ing tables, statistical data and the arguments pro and 
con. The author leaves no doubt that he stands firmly 
in the former group, although he presents the usual 
arguments for maintaining status in quo. The short 
section on revenue loss from liberalization cites esti- 
mates of tax shrinkage that would result from reform 
proposals, and observes that there might be no loss at 
all—merely a postponement. In addition, if the invest- 
ment stream were swollen as a result of liberalization, 
larger tax revenues would be produced in the long run. 
Under the title “Further Reforms,” the author proposes 
specific modifications in existing income tax deprecia- 
tion provisions. These appear to be tenable for the most 
part. The section is concluded with a plea for much more 
basic modification, however, to adjust “deficiencies in 
depreciation accruals resulting from the decline in the 
purchasing power of the dollar.”” A section on what 
business has done cites the U. S. Steel and Chrysler 
examples of a decade ago. It is unfortunate that more 
recent data could not have been used here. 

The appendixes summarize treasury regulations im- 
plementing section 167 of the 1954 revenue code. Topics 
are: useful life defined, agreement as to useful life and 
tates of depreciation, and accounting for depreciable 


_ This booklet is a good digest. Needless to say, there 
isnot much which is new, but it condenses a great deal 


fact and opinion on an important and still timely sub- 


Harvey E. Dontey 
Professor of Accounting 


Evansville College 
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James S. Quast-Reorganizaiion, Michigan 
Business Studies, Volume 13, Number 5 (Ann Arbor: 
Bureau of Business Research, University of Michi- 
gan, 1958, pp. ix+176, price $5.00). 

The Introduction to this study first presents the 
types of situations in which accountants tend not to 
rigidly adher to the cost principle, and then classifies 
the various procedures and presentations, which have 
been suggested as possible alternatives to the cost prin- 
ciple. The author studies quasi-reorganizations as one 
of these alternatives. The definition of the term, quasi- 
reorganizations, as given in Accounting Research Bulletin 
No. 3 and slightiy broadened in later bulletins is ac- 
cepted as the subject of this investigation. 

Chapter 2 discusses the write-ups of the 20’s and the 
write-downs of the early 30’s as important departures 
from the cost basis of accounting. Since these procedures 
gained substantial recognition among accountants and 
businessmen, they were important antecedents of the 
quasi-reorganizations in that they introduced the con- 
cept of the “fresh start,” which is such an important 
feature of quasi-reorganizations. 

Chapter 3 develops the quasi-organization concept. 
The departures from the cost basis of accounting had 
resulted in such a multitude of confusing practices that 
the American Institute of Accountants (Accounting Re- 
search Bulletin, No. 1), the Security and Exchange 
Commission (Accounting Series Release No. 1), and the 
American Accounting Association (A Tentative State- 
ment of Accounting Principles Affecting Corporate Re- 
ports) all agreed that capital surplus was not to be used 
to relieve the income statement of charges which would 
otherwise be made against it. This agreement necessi- 
tated the development in the late 30’s of the escape 
valve mechanism of quasi-reorganization, which ‘can 
be justified only if it accomplishes with respect to the 
accounts substantially what might have been accom- 
plished in a reorganization by legal proceedings . . . the 
enterprise must be put on substantially the same ac- 
counting basis as a new enterprise . . . clear disclosure 
of the transactions should be made, and appropriate 
consents should be secured” (excerpts from 6 S.Z.C. 
605). 

The need of quasi-reorganizations is quite widely ac- 
cepted only wherever a large deficit from operations 
exists and when the quasi-reorganization is an alterna- 
tive for a reorganization by legal proceedings. The 
author departs from this restrictive view of the situa- 
tions in which use may be made of the quasi-reorganiza- 
tion concept, and he develops a rather broad set of 
standards and procedures, which should underlie quasi- 
reorganizations. Chapter 4 considers the problems of 
asset restatement as of the effective date of a quasi- 
reorganization, and develops the premise that there is a 
need of investment accountability (to be established by 
the valuation of the enterprise through the capitaliza- 
tion of prospective earnings) and of income accountabil- 
ity (to be established through the valuation of specific 
assets in accordance with a concept designated as going- 
concern replacement cost). 

Chapter 5 considers the equity aspects of a quasi- 
reorganization in the following areas: 
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1. The significance of the creditors’ interests and 
their valuation as of the effective date. 

2. The significance of the preferred stockholders’ in- 
terests and the common stockholders’ interests 
and their valuation and classification at the effec- 
tive date. 

. The transactions with equity holders subsequent 
to the effective date. 

. The consents and disclosures to the equity holders 
preliminary to, as of, and subsequent to the quasi- 
reorganization. 

Chapter 6 as the final chapter gives an excellent sum- 
mary of the material in the preceeding chapters, then 
presents the relationship of quasi-reorganizations to 
(a) generally accepted accounting principles, (b) com- 
mon dollar accounting, (c) replacement cost accounting, 
(d) federal income tax laws and regulations, (e) Security 
and Exchange Commission’s regulations, and (f) state 
corporation codes, then summarizes the advantages and 
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disadvantages of the quasi-reorganization p 
and finally gives the author’s outlook for its future, 
The entire book is well written and is splendidly 
referenced especially to the pronouncements of thy 
American Institute of Certified Public Accountants, the 
American Accounting Association, and the Security and 
Exchange Commission. Chapters 1-3 may well bem 
quired reading in senior and graduate courses in ag 
counting theory as they give a masterly presentation o 
the growth in one segment of accounting theory unde 
the stimuli of changes in the business environment, Pp. 
fessor Schindler is to be congratulated; his condensatigg 
of his doctoral dissertation overcomes many of the ds 
ficiencies which had previously existed in the literatur 
on quasi-reorganizations. 
G. H. NEWLove 
Professor of Accounting 
University of Texas 


Economics 


SHERMAN F. Fey.er, Income Growth with Security, the 
Formula-Plan Solution (New York: The Macmillan 
Company, 1958, pp. xi, 189, Price $4.95). 

Dr. Sherman F. Feyler, Assistant Professor of Fi- 
nance at the University of Buffalo, devotes his book to 
a review and analysis of selected major attempts to 
assure successful stock market speculation and invest- 
ment by means of mathematical formulae. Most of these 
formulae are aimed at developing automatic buying and 
selling signals. In the words of the author, “Basically, 
then, the formula approach encompasses methods of in- 
vestment timing that require more or less automatic 
sales of stocks above their cost levels when prices rise 
and more or Jess automatic purchases below their pre- 
vious selling levels when prices fall.” 

It is the author’s observation that the problem of 
timing presents greater difficulty in successful invest- 
ment than that of selection. He states: “Timing is a 
more perplexing problem largely because it essentially 
involves a forecast of the future—and few individuals 
are capable of accurately predicting cyclical security 
price movements.” Formula plans are presented as a 
means of substituting the absoluteness of mathematics 
for the indecisiveness of judgment. In fact, the elimina- 
tion of judgment is hailed by Dr. Feyler ‘as a cardinal 
virtue because it restrains the investor from succumbing 
to his emotions and being carried along with the crowd, 
and thus from making decisions that are possibly hasty 
and unwise.” 

Dr. Feyler finds that all formula plans have three 
features in common: 

First, all formula plans provide for the division of the 
investment fund into two broad parts. One part is called 
aggressive; the other, defensive. Aggressive securities are 
types of securities (chiefly common stocks) subject to 
fairly wide price swings in response to changing eco- 
nomic conditions. The defensive part of the fund is com- 
posed of assets less subject to price fluctuation. As stock 
prices rise, aggressive securities are gradually reduced. 
Presumably, profits are realized and the proceeds are 


added to the defensive portion. As stock prices fall, th 
principal of the defensive portion is periodically dram 
upon to provide funds with which to repurchase th 
aggressive securities that, presumably, were sold a 
higher prices. Thus, profits are automatically insured, 
to the extent that the type of formula plan adopted 
approaches the ideal of causing the investor to sell 
the tops of stock market swings and to buy at the bet 
toms, 

Second, all formula plans involve the advance estab 
lishment of rules stated in the formula schedule govem- 
ing the automatic sales and purchases of aggressiv 
securities as the selling or buying points are reached 
Methods of determining buying and selling points my 
be classified into two major categories: the equalizatia 
type and variable-ratio type. Equalization-type plas 
involve the continuous maintenance in common stods 
(aggressive securities) of predetermined percentages d 
the total fund or predetermined dollar amounts. As sted 
prices fluctuate, transfers of funds between stocks ani 
bonds take place only to the extent necessary to restor 
the fund to its original predetermined percentages orl 
return funds invested in stocks to the predeterminel 
dollar amount. Variable-ratio plans, on the other hand 
seek to establish different stock/bond ratios in acco 
ance with general market fluctuations. When markt 
levels are considered high, only a minimum proportia 
of the fund will be invested in common stocks; whe 
market levels are considered low, a maximum proptt 
tion will be built up in stocks. 

Lastly, all formula plans eliminate forecasting 
much as possible.. They rest on the assumption thi 
stock prices will fluctuate in more or less rhythmit 
cyclical sequence. 

Chapters 1 and 2 of the book, entitled “The Seat 
for Proper Timing” and ‘The Formula-Plan Approse 
to the Timing Problem,” are introductory in nat 
Chapters 3 through 7 explain various types of form 
plans developed to date. Chapter 8, called “The f 
falls,” discusses various problems encountered in! 
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‘cation of formula plans and Chapter 9, “‘Conclu- 
sions,” briefly discusses the pros and cors of the value 
of existing formula plans. 

It seems possible, theoretically, to develop mathe- 
matical devices that would assure reasvnably satisfac- 
tory results while reducing uncertainty to a minimum. 
Mathematical formulae now available conform success- 
fully to requirements during most of the past period of 
stock market history. However, such formulae are in- 
adequate in periods of sustained upward or downward 
movements of the market, such as took place in the 
late 1920’s, the early 1930’s and the 1950’s. The sharp 
upward trend of the stock market since 1950 caused 
most formulae to signal for the liquidation of common 
stocks comparatively early. During this period, a buy- 
and-hold policy has been most satisfactory. Dollar-cost 
averaging, which is merely a version of such policy, has 
become the most popular of all plans for the very prac- 
tical reason that it has proven most successful during 
the past decade or so. 

This book should prove of interest to accountants, 
for there is presented here a problem of tremendous di- 
mensions, the solution to which seems not so dependent 
on higher mathematical capabilities as on the type of 
methodical analysis to which accountants become 
trained. Here is truly a worthy challenge! 

THEODORE S. KiisTON 

Lecturer, Management and Finance 
Loyola College 
Baltimore, Maryland 


Smon N. Wuitney, Antitrust Policies: American Ex- 
perience in Twenty Industries (New York: Twentieth 
Century Fund, 1958, pp. xxxiii, 1101, 2 vols., Price 
$10.00). 


This lengthy work consists mainly of twenty separate 
studies of individual American industries which have 
been exposed in one degree or another to actions under 
our antitrust laws. The studies have been undertaken 
with the avowed purpose of analyzing the effects of 
antitrust policy on the character and effectiveness of 
American business competition. They are preceded by a 
very brief introduction and followed by a similarly 
cryptic summarization, plus a committee report (Com- 
mittee on Antitrust Policy, Twentieth Century Fund) 
and appended critical remarks of various authorities. 

Some effects ascribed to the antitrust laws, according 
to the handy brochure provided by the publisher for 
lazy reviewers, are the following: (a) the cartelizing of 
American industry along European lines has been dis- 
couraged; (b) without antitrust there would be more 
attempts to create monopoly; and (c) the laws help to 
maintain equality of opportunity and freedom of entry 
in industry. These conclusions, supported in general by 
the twenty industry studies, are not revolutionary or 
novel in the familiar literature of antitrust policy, al- 
though they may lack universal acceptance. Whitney’s 
work will offer them further backing. Some other con- 
Clusions—set forth in the “summary of case studies” 
near the end of the second volume—are more novel and 
more doubtful. It is suggested, for example, that al- 
though dissolution remedies under the Sherman Act 
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have hastened the natural processes which would in 
any event restore competition in cases of near-mo- 
nopolies, such remedies are unlikely to achieve valuable 
resulis in oligopoly situations. This conclusion is not 
actually supported by the twenty preceding industry 
studies, or by a logical analysis of the data they present. 
In general, the connection between this summary and 
what it summarizes is frequently quite loose. 

As to the industry studies proper, a study “in depth” 
was made of each of eight industries, including petro- 
leum, soft coal, and the largest industry (in point of 
sales) in each of six sectors of manufacturing——meat 
packing, cotton textiles, paper, chemical manufactures, 
steel, and automobiles. The analysis of each includes 
(a) a brief description, (b) a discussion of specific anti- 
trust suits, and (c) an analysis of the “competitive 
status” of the industry, as indicative of the general 
effects of antitrust law on its structure and behavior. 
In addition, “famous antitrust suits” in twelve further 
industries—cast iron pipe, tobacco products, anthracite 
coal, aluminum, shoe machinery, motion pictures, tin 
cans, farm machinery, corn refining, cement, Pullman 
cars, and insurance—are more briefly analyzed in the 
same general pattern. 

Although available space does not permit a detailed 
appraisal of these studies, some things may be noted. 
First, their most useful contribution (especially of the 
first eight studies) is to present for each of several in- 
dustries a systematic chronology, explanation, and in- 
terpretation of a series of antitrust actions over a period 
of time. Performance of this task is essential in the 
process of appraising the immediate and cumulative 
effects of antitrust policy. Second, the analyses of 
“competitive status” generally suffer from a lack of 
any clear underlying organizational principle, and of 
criteria of analytical evaluation of the effectiveness of 
competition. A miscellany of scraps of evidence about 
market structure, conduct, and performance is gen- 
erally presented in rather casual order. For example, the 
28 pages devoted to “competitive status” in the paper 
industry fall under the following successive subheads: 
trend of concentration; how concentrated is the in- 
dustry; the early combinations; paper trusts, 1898- 
1902; recent mergers; advantages of integration; di- 
versification; three types of small company; entry; 
profits by type and size of company; intercorporate con- 
nections; trade associations; economic characteristics of 
the industry; competition in fine paper; tonnage grades 
of paper; prices in newsprint; interlocking contracts in 
newsprint; are newsprint prices set by collusion; evi- 
dence of price discussions; market factors in setting 
newsprint prices; zone pricing in paper; interindustry 
competition; record of the industry; conservation and 
the Sherman Act. This sort of organization of data 
clearly is not (and has not been) conducive to the pro- 
duction of crisp or unambiguous judgments about the 
effects of antitrust policy as applied to an industry. 

Third, the sample of industries chosen is not neces- 
sarily fortuitous from the standpoint of a study devoted 
to analyzing the effects of antitrust policy; for example, 
two of the eight main studies, of soft coal and cotton 
textiles, concern classical ‘‘distressed industry” cases 
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that have been relatively untouched by antitrust (but 
are drawn upon to argue the comparative advantages 
of oligopoly). 

Last, the overall appraisals of “competitive status” 
in the more concentrated industries are favorable with a 
surprising uniformity. In a summary on page 423, the 
author states: “Any case-by-case analysis of the per- 
formance of American industry tends to become a 
monotonous story of vast production increases and ful- 
fillment of consumer desires. In industry after industry, 
this performance record emerges with cumulative 
weight.” Some flaws are then admitted, but the burden 
of the message is suggested by the passage quoted. 
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Typically in his final appraisals the author tends to 
apply loose, overly general, and not very d i 
standards, and thus fails to discriminate adequately 
between good and poor performance as it might be 
judged according to more detailed and precise analytical 
criteria. 

In spite of the exceptions noted, this work should 
provide a valuable source-book to workers in the field, 
especially in view of its detailed antitrust histories of 
several industries and of its copious documentation, 

S. Bain 
Professor of Economics 
University of California 


General 


CANNING, SISSON AND ASSOCIATES, Cudling the Cost of 
Your EDP Installation (Los Angeles: Canning, Sis- 
son and Associates, 1958, pp. 173). 


Cutting the Cost of Your EDP Installation is primarily 
concerned with the problems of planning and preparing 
the computer site. The objective of this report is to 
provide pertinent information on efficient, economical 
and tested solutions to the bulk of the problems of 
physically installing a computer. It seems to be as spe- 
cific as possible and should be of immediate practical use 
to those faced with the actual installation problem. 

It is written in the form of a report to management of 
a company which had just ordered an electric data 
processing system. This study though valuable in all 
phases of EDP problems should be useful in helping 
businesses to obtain the kind of installation they want 
in an economical manner. 

J. S. L. 


ANDREW VAZzSONYI, Scienlific-Programming in Business 
and Indusiry (New York: John Wiley and Sons, 
Inc., 1958, pp. 474, Price $13.50). 

In the Preface of Scientific-Programming in Business 
and Indusiry the author states that this book, “.. . is 
written for the businessman, manager, and controller, 
for the marketing, production, and financial executive, 
and for the student of business who is willing to spend 
the‘time to assimilate the meaning and potentialities of 
these new scientific business tools. Specifically, this book 
is written for management personnel without advanced 
academic training in mathematics or science.”? The 
author does an excellent job of developing the basic con- 
cepts of scientific programming and adequately supports 
these concepts with examples. However, this book con- 
tains far too many advanced mathematical formulae to 
be written for non-mathematicians. It is submitted that 
an individual must be trained in mathematics, at least 
through calculus, and must be using mathematical nota- 
tion regularly in his work in order to follow Mr. Vaz- 
sonyi’s development, particularly in parts II and III. 

The book is divided into three parts. Part I deals 
with the Fundamentals of Scientific Programming. In 
this section, Scientific Programming is defined as “. . . 
a particular technique for making business decisions.” 
After illustrating several more common areas for deci- 


sion making, such as Transportation Allocation: Where 
to Ship; Allocation of Raw Materials and Production 
Facilities; Traffic Delays at Toll Booths; A Scheduling 
System in Agriculture; etc., the process in which scien- 
tific programming (or mathematics in general) is ap- 
plied to a business problem is explained. “The first 
phase of the process is the establishment of a frame of 
reference; the second phase is the establishment of a 
conceptual model, which usually can best be expressed 
in the form of a mathematical model; the third phase 
of the process is obtaining acceptance of the model by 
operating personnel and designing the business system 
required to put the mathematical model into action; 
and the fourth phase consists of the indoctrinating of 
operating personnel and the introduction of the new 
business system as an operational practice.”’ The book 
deals primarily only with the first two phases. Other 
than the minor criticism above concerning the reader's 
need for a mathematical background, the lack of atten- 
tion to phases three and four is in our opinion the only 
serious shortcoming. If these phases had been more 
fully developed, the usefulness of the book would have 
been increased greatly. Part I, Scientific Programming 
Fundamentals, however, successfully develops the 
fundamentals. 

In Part II the reader is exposed to the serious mathe- 
matics of Scientific Programming. The first chapter in 
Part II describes The Simplex Method of Linear Pro- 
gramming, a technique used in solving the mathematical 
models. The technique permits the Programmer to 
move “from one family of solutions to another,” rapidly 
until the optimum solution is reached. The author main- 
tains that “without the simplex method Linear Pro 
gramming could not have become a tool of the business 
world.” Additional mathematical techniques illustrated 
in Part II are the Dual Theorem of Linear Program- 
ming, The Geometry of Linear Programming, Conves 
Programming, Dynamic Programming and The Theory 
of Games. It is our opinion that the cases used to illus 
trate these methods were well chosen. Again it is the 
extensive use of mathematical notation which will slow 
the non-mathematical reader. 

Part III is devoted to “Scientific Programming in 
Production and Inventory Control.” While the author 
is frank in admitting that the theory has not been 
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tested sufficiently in practice, the possibilities pictured 
should interest every reader. Anyone even remotely 
familiar with the problems of inventory size and mix 
can appreciate the possibilities of this body of theory 
ifit can be applied successfully in real life. Illustrations 
are developed covering Statistical Inventory Control, 
Assembly Line Flow, Scheduling, and Machine Shop 
Scheduling. The section is climaxed by the development 
of a mathematical model of Production Scheduling. 

As a whole Scientific Programming in Business and 
Industry is a valuable contribution to the literature in 
this field. It is a work with which anyone who is seriously 
interested in “Scientific Programming” and its applica- 
tion to business problems should be conversant. 

RoBErt E. SCHLOSSER 
Assistant Professor of Accountancy 
University of Illinois 


R. Introduction to Law and Law of 
Contracts, Unit I (New York: Pace and Pace, 1958, 
pp. 198, Price $3.50). 

Pace and Pace have been publishing materials in the 
field of accounting and law for more than fifty years. 
The book under review is the first unit of a new series 
which is planned to cover the entire field of business 
law. Unit I and the units to follow are designed for use 
by any school conducting college level courses in the 
field of law and should be especially appropriate for 
students preparing for the law section of the C.P.A. 
exam. 

Unit I is designed for a one semester, three-hour 

course of study and is divided into two parts. Part 1 

(pp. 1-47) provides a general background for the study 

of law by analysis of the components of our legal system, 

and Part 2 (pp. 148-177) is concerned with contracts. 

After the student is introduced to the origin and nature 

of our legal system, it is appropriate that he should 

spend the balance of the semester studying contracts. 

An understanding of contracts is essential to the suc- 

cessful study of other areas of business law. 

A highlight of Part 1 is the author’s. discussion of 
rules involving noncontract obligations. Students have 
a great interest in tangible and intangible property 
rights. A discussion of liens, trespass, negligence, fraud, 
nuisance and slander helps to enliven the general mate- 
os presented concerning the historical background of 

Part 2, Chapter 5 (pp. 62-80) contains a good anal- 
ysis of the rules of law concerning the contracts of in- 
toxicated and insane people. Many texts brush aside 
this area of law by merely stating that insane and in- 
toxicated people are incompetent to contract. 

_ Chapter 8 (pp. 127-138) is concerned entirely with 

interpretation of contracts. This is another area often 

neglected by many writers. The object of interpretation 
of a contract is to ascertain the mutual intention of the 
parties when such intention is not clear. Court records 
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are replete with cases where judges have faced this 
problem. 

Chapter 9 (pp. 139-154) discusses discharge of con- 
tracts and is adequate, except very little is said concern- 
ing bankruptcy. Bankruptcy is one of the more im- 
portant methods of discharging contracts and it is as- 
sumed that the omission of a detailed discussion is in- 
tentional. Bankruptcy will undoubtedly be treated in a 
later volume. 

Chapter 10 (pp. 155-177) discusses various legal 
remedies, including damages, restitution, specific per- 
formance, statute of limitations and injunctions. Arbi- 
tration, a quasi-judicial method of settling contract dis- 
putes, is looked on with great favor by business men. 
The author rightfully gives arbitration a prominent 
place in the chapter. 

This text has many strong points and perhaps a few 
shortcomings. In addition to those mentioned above, 
the following are on the asset side of the ledger. The last 
eleven pages are devoted to “cases and propositions” for 
study. This section presents “fact situations from de- 
cided cases and other sources’’ which are to be used as 
study exercises to test the student’s ability to analyze 
actual fact situations through logical reasoning. Plans 
call for the entire series to be authored by Professor 
White, a man of practical affairs who is eminently 
qualified academically for the task. This should give the 
series continuity and consistency. The first unit is writ- 
ten concisely and with a minimum of excess verbiage. 

Deficiencies include the lack of a glossary of legal 
terms. More space might have been given to the his- 
toric role and function of our courts under the Constitu- 
tion. In this day when our judges and courts are under 
severe criticism in some areas, it seems desirable to give 
the student a clear picture of the purpose and importance 
of an independent judiciary under our system of demo- 
cratic checks and balances. 

No actual supreme court opinions are included. There 
is much to be gained from studying primary sources. An 
opportunity to read an actual decision written by such 
men as Justice Holmes, Hand, Cardozo, Brandeis or 
Hughes is an inspiring experience that should not be 
withheld from a student of business law. The words of 
such men make law exciting and present a real challenge 
to the student. 

The general area of statutory law known as “Uni- 
form Legislation” is not mentioned in the text. This 
body of law includes many important acts. The uni- 
versally adopted Uniform Negotiable Instruments Act 
is an example. A new development in this field is the 
promulgation of the Uniform Commercial Code. This 
act has created a great deal of interest and is under con- 
sideration in a number of states but at present has been 
adopted only in the state of Pennsylvania. 

Dwayne L. OGLEsBY 
Associate Professor of Business Law 
Louisiana Polytechnic Instisute 
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Taxes 


Rosert S. HoizMan, Arm’s Length Transactions (New 
York: The Ronald Press Company, 1958, pp. ix, 
169, $10.00). 

The AccounTinc Review for July, 1957 includes a 
review of Robert S. Holzman, The Tax on Accumulated 
Earnings (N. Y.: Ronald Press, 1956). That book has 
now become a unit in Ronald’s Tax Practitioner’s 
Library, edited by Robert S. Holzman. The plan of the 
Library is to provide capsules of highly concentrated 
information, classified by ‘relevant concepts,” in each 
of a number of “specialized but important” tax areas. 
The chameleonic character of the several problem areas 
is indicated by the titles of the planned or completed 
publications, including “Essentially Equivalent to a 
Dividend,” ‘Evasion vs. Avoidance,” “Sound Business 
Purpose,” “Ordinary and Necessary Expenses,” and 
“Unreasonable Compensation.” In all, eleven books are 
scheduled to compose the Library, according to the pub- 
lisher’s announcement. 

The book currently reviewed, Arm’s Length Trans- 
actions, follows the formal pattern of the vanguard 
book. Each has four chapters and supplemental bibliog- 
raphy, index to law and rulings, list of cited cases, and 
a general index. In each book the first chapter is ad- 
dressed to the reader’s desires for orientation, absorp- 
tion, and stimulation; this is “the problen” chapter. 
The second chapter of each book presents the knowl- 
edge-capsules under the slightly varied titles of “Rea- 
sons for retention of earnings” or “Reasons for the 
arrangement.” In the third chapter of each book the 
decided cases in the area are given a nearly-as-may-be 
“industrial” classification beginning with advertising 
agency and ending with yarn processor or wholesale 
paper company. The final chapter of each book pur- 
ports to set out the “‘steps to be taken’ to avoid conflict, 
win the battle, or retire with only minor injuries. The 
publisher and editor are to be commended for their en- 
deavor to bring order into a number of areas of no- 
man’s tax land. The conception of presenting unpalat® 
able and comparatively undigestible food in predigested 
and capsuled form is appealing. Sober reflection does not 
provide full justification for that entrancing vision. 

These books are intended for use by corporate 
executives and by their advisers on tax matters. The 
two classes of intended users are served unevenly by 
the several portions of the books. Chapter 1 does pro- 
vide a degree of perspective which is an essential in- 
gredient in the continuing education program of a mod- 
ern corporate executive. The tax practitioner should al- 
ready have this perspective through periodical readings 
and some familiarity with cases. The materials in chap- 
ter 1 cannot be referred to for the “last word’ on all 
topics in the areas for two fundamental reasons. First, 
the author’s purpose is to tie together a series of general 
propositions, and for this purpose differences in deci- 
sions and philosophy of the various tax jurisdictions are 
necessarily subordinated. Second, the author’s purpose 
of relating general propositions to form a consistent 
body of interpretation sacrifices distinctions between 


ratio decidendi and obiter dicta. 

For example, at page 36 of Arm’s Length Transgy. 
tions, the author cites Advance Machinery 
Inc. v. Commissioner in reference to the f 
quoted statement: “While section [482] permits th 
Commissioner to re-allocate income, it does not 
his to disregard valid tax entities altogether.” In fact, 
the Tax Court had permitted the re-allocation of the 
income from four enterprises to the cited corporation 
under the general income provision of the statute 
(then Section 22(a)). The Court of Appeals for the See. 
ond Circuit had, on appeal, used the antecedent Section 
[45] to support the Commissioner’s re-allocation. How. 
ever, the Court of Appeals for the Third Circuit, ing 
later case [Commissioner v. Chelsea Products, Inc, 197 
F. 2d 624] regarded the Second Circuit Court’s state. 
ment relating Section [45] to the Advance Machinery 
case, as “essentially dicta,” since the Tax Court had 
found as a fact that there was only one taxable entity, 
A tax practitioner could not afford to ignore such a dis 
tinction. A corporate executive, however, looking forthe 
“big picture,”’ would find this distinction irritating. 

The distinctive character of the two books noted 
above stems from the classification and analysis of cases 
in chapters 2 and 3. The “digest” treatment in chapter? 
presents dual columns under the captions “taxpayer's 
argument” and “findings.” The several “digest pam- 
graphs” are classified under analytic headings such as 
“sound business purpose,” “‘reasons for plural entities,” 
or “reality of the arrangement.” The logic quality of 
the several “argument” paragraphs is not uniform; 
these paragraphs include asserted propositions of law, 
simple statements of fact and conclusions of fact. The 
same three classes of propositions are intermingled in 
the “finding” column, where the case citations appear. 
For some sets of paragraphs, both columns are necessaty 
for conveying the complete message. For other sets, one 
of the elements could have presented the complete 
statement with only minor modification of wording, 
thus reducing the number of words to be read. The ult 
mate test of adequacy of the classification is in its use 
fulness and on that point each reader must judge. The 
pinpointing of decided cases by trade or industry in 
chapter 3 represents a further recognition of the “com 
text basis” for understanding court decisions. 

Except for the pattern established by the earlier 
volume on The Tax on Accumulated Earnings, the author 
might have substituted other analysis for Chapter 4 
“Steps to Be Taken,” in the current volume of Arms 
Length Transactions. The problem of making a contribe- 
tion to understanding, other than through repetition 
and rearrangement of materials included in earlier 
chapters, is indicated in the author’s introduction 
chapter 4: “It is an oversimplification of the probles 
to say that the way to avoid Section [482] is to dealat 
arm’s length. That, nevertheless, is the crux of the mat 
ter.” 

The two books by Professor Holzman in the ne# 
Tax Practitioner’s Library series have a value in that 
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tach book collects the decided cases in its area, classifies 
the cases in new ways, and presents a pattern of thought 
asa composite of the court decisions. This taxonomic 
is helpful, but its limitations should be recog- 
nized. The deciding bodies are plural, not single. And 
the assumption that there is an internally consistent 
em of doctrine in any court’s decisions overlooks 
the competing philosophy that judicial doctrines con- 
stitute a pool from which the court can draw to support 
one or the other side of an issue, the conclusion having 
been reached on the basis of the imponderable sense of 
justice. Under the latter view, fact distinctions are 
crucial. 

In comparing the two books noted above, this re- 
viewer was impressed by the change in style. The earlier 
book, The Tax on Accumulated Earnings, devoted 26 
pages to the discussion of “the problem,” in comparison 
with 51 pages on this topic in the newer book. The treat- 
ment of “the problem” in the earlier book exhibits 
greater continuity, and the reader feels that the author 
is speaking. In the current books, Arm’s Length Trans- 
ocions, the impression received is that a number of 
courts are speaking through the mediation of the 
author. 

This reviewer found his attention diverted by the 
author’s penchant for pointing up a split infinitive in 
the conventional phrase “‘to clearly reflect income.”’ One 
may question also the author’s caption at page 131: 
“Books and Records Should be Kept Separately” (sic). 
Acourt quoted by the author on the same page correctly 
referred to “separate books.”’ 

Harvey T. DEINZER 
Professor of Accounting 
University of Florida 


Martin M. Lore, Thin Capitalisation (New York: 
The Ronald Press Company, 1958, pp. vii; 261, 
$10.00). 


Thin Capitalization is the third book in Ronald’s Tax 
Practitioner’s Library, edited by Robert S. Holzman. 
Arrangement of the material is similar to that of the 
two other published volumes in this series (The Tax on 
Accumulated Earnings and Arm’s Length Transactions, 
both by Robert S. Holzman). The first chapter purports 
to analyze the state “the problem,” the final chapter 
relates the findings to the business executive’s world of 
decision-making, and the intermediate chapters classify 
and otherwise analyze the court decisions which con- 
stitute the principal body of law in the area of thin 
capitalization. In addition, Chapter 4 summarizes tax 
tules relating to interest, dividends and bad debts. The 
Appendix contains a three-page bibliography, a list of 
cited cases, and a general index; the cited cases which 
involve thin capitalization are pin-pointed. 

The term “thin capitalization” has sometimes been 
used to indicate inadequacy of total capital relative to 
the needs of the business. Lore uses the term to refer 
toa high ratio of stockholder-debt to stock in the capital 
structure of a close corporation. Unfortunately, the term 
is also loosely used by the author to comprehend the 
entire atray of factors applied by the courts in distin- 
guishing debt obligations from stock. 


Book Reviews 


$45 


The doctrine of thinness of capitalization is a com- 
paratively new weapon added to the courts’ arsenal for 
protection of the federal revenue from the effect of 
“unrealistic” classification of equity capital as debt. 
The well-known Kelley Company and Talbot Mills 
cases, decided by the United States Supreme Court in 
1946, supplies the nucleus for the development of the 
judicial concept that the degree to which a close cor- 
poration uses debt financing instead of equity financing 
is a significant factor in the classification of nominally 
debt securities as the equivalent of stock. The conclu- 
sion in a particular case will reflect the court’s weighing 
of all of the recognized factors, including the form of the 
security and other indicators of the intention of the 
parties. The consequences of the classification of a se- 
curity as the equivalent of stock may include loss of an 
interest deduction by the corporation or failure of the 
corporation to get a stepped-up basis for property re- 
ceived in a partially tax-free exchange or in a purchase 
of property from the stockholders; they may include 
also the classification of an uncollectible advance as a 
capital Joss deduction instead of a bad debt deduction, 
or the receipt of dividend income instead of tax-free pro- 
ceeds from the corporation’s repayment of the stock- 
holder-advances. A thin capital structure can contribute 
to bring about those results. 

The present book is fact-rich in the sense that there 
is an excess of fact-statements relative to the other es- 
sential ingredient of a good treatment of tax law. That 
other ingredient is a clear exposition of the framework 
in which the facts are relevant. The compactness and 
what-to-do orientation of Lore’s book subordinate two 
elements of an adequate story on thin capitalization. 
One of these is the time-development of the concept 
within a particular jurisdiction, such as the Tax Court. 
The other element is a differentiation of viewpoints and 
theories among the several courts which deal with tax 
law. 

The book’s deficiency on the first count is not serious 
since the author cites only a very few pre-Talbot Mills 
cases; his comment on Clyde Bacon, Inc., used under 
the “ratio test,’’ does note its time position (page 92). 
The deficiency on the second count is, however, strik- 
ing when considered from the viewpoint of one impor- 
tant class of persons to whom the book is addressed: the 
tax practitioner. It is important, for example, that every 
tax adviser should recognize that the Court of Appeals 
for the 5th Circuit continues to take a minority position 
on the question of the relevance of thin capitalization to 
the classification of a security as debt or equity. This 
reviewer readily admits that the cited weaknesses are 
inherent in a book which has a present-day law emphasis 
and an aim to lead taxpayers to an extreme safe-posi- 
tion. The reviewer’s comment is directed to the point 
that the present book, along with the other books 
published in his series, does not uniformly meet the 
needs both of businessmen and tax practitioners. 

The outstanding merit of the book is in the analysis 
of the many court decisions in chapters 2 and 3. Each 
of the two chapters uses the comparison device of 
double columns. In chapter 2, cases are examined under 
the broad headings of “interest deduction claimed by 
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corporation,” “bad debt deduction claimed by stock- 
holder,” and “‘debt issued for transfer of assets.’? Within 
those broad business situations, the author presents, 
for each of the many cases, a statement of the factual 
situation and the “findings” of the court. As a part of 
the statement of the factual situation one finds the 
debt-to-stock amounts and ratios italicized. The author 
well appreciates the “context basis” for understanding 
court decisions, and the succinct factual summaries in- 
clude reflections of the factors used by the courts in 
differentiating debt and stock. In chapter 3 of the body 
of decisions is re-examined, this time under the analytic 
headings of “ratio test,” “valuation of underlying 
assets,” ““business purpose,” and “‘intent.”” The author’s 
comment on a particular case usually mentions other 
factors in addition to the one under which the case has 
been classified. The predisposition of this reviewer is 
toward a more analytic development of the vague con- 
cepts of intent and business purpose which the author 
elevates to the status of primary factors. 

A more intensive editorial review would have been 
helpful in connection with a number of passages. Only 
a few examples will be given here. On page 135 the 
author states as his opinion that “it would be a hercu- 
lean task to sort the many factors in the Augean stable 
of intent.”” The appropriateness of this conception could 
have been questioned, since Hercules did not “sort” 
items; rather, he used a washing technique which did 
not discriminate among the “items.” On page 209 the 
author presents “underlying assets” and “surplus ac- 
counts” as parallel concepts for adjusting the “par 
value” of stock to its “real value”; and in the same sen- 
tence he gives parallel treatment to “underlying assets,” 
on the one hand, and the specific asset items of “good- 
will” and “‘contracts” on the other. On page 7 the ante- 
cedent of “they” is confused in the statement, “‘If the 
stockholders’ loans are considered capital contributions, 
they lose their fully deductible bad debt for a limited 
capital loss, . . .” The antecedent is confused also in the 
sentence, on page 196, “Payment of the corporation’s 
debts were nevertheless held to result in nonbusiness 
bad debts.” And of course the term “bead debt” on page 
196 is indicative of a typographical error rather than 
descriptive of a class of obligation. 

The old shell-game quality of the current topic 
makes it an appropriate component of the present series 
of books. It is to be hoped that professional interchange 
of thought among accountants, lawyers, legislators, tax 
administrators, and the courts can minimize the “now- 
you-see-it-and-now-you-don’t” character of substantial 
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New Federal Estate Tax Regulations (Chicagg 
merce Clearing House, Inc., 1958, pp. 115, $i 


Practitioners and members of the teaching: 
in the field of taxation are always searching for 
tions that present the latest developments ip) 
laws. This pamphlet published on the same 
the Official Estate Tax Regulations were filed ® 


Division of the Federal Register is of particular 


to tax practitioners and teachers. 
The table of contents classifies the regulati 
lows: 


Estates of Citizens or Residents 
Tax Im 
Credits Against the Tax 
Gross Estate 
Taxable Estate 
Estates of Nonresidents Not Citizens 
Miscellaneous 
Procedure and Administration 


An interesting feature of the table of conten 
the regulation section numbers are keyed tot 
numbers in the pamphlet. 


Following the table of contents is a copy! 


Official Estate Tax Regulations in numerical 
In this section the editors use two techniques 
tate the location of individual regulations. 


a. Each regulation is preceded by a topigm 


scription in bold type. 


b. The section number of the regulation is pt 


bold type at the bottom of each page. 


Last but not least, the publication contains 
index of the regulations with reference to secti 


bers only. 
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liness, conciseness, and the use of numerous ex: 
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